Case $3-hh - Section XV. lg~20l;.2(aa) -. Training aM Educational . 
^ ' Costs. A report from tY Editing Subcommittee, dated 1 

i5 / St 1956, presenting an edited ver^ n of the subject materLal was l 
pipprowed by the Ccaranittee with the followirs minor modifies tioci:: ' J 

l5-20lt>2(aa) (2) (v) was revised to delete (a) and (B)» 
The sanicolon appearing after (A) was changed to a comma' 
and the word "and" was added at the end of the paragraph. 
With these modificaticajs the paragraph was redesignated ' 
as (It) and the existing paragraph (iv) as paragraph (▼), 
deleting the word "and" at the end thereof* 

The members were advised that immediately following ASER approval coordina- 
iu.^i y^!!J^^^^^^^^ ^« luriertaken by the Staff by memorandum with 

The subject of industiy coordination was discussed, with Ihe'Committee 
recomendang that industry be afforded an opportunity to comment, inasmuch 
as t>?.o ?ar-:\raph covering Training and Educational Costs was marked ' 

('Res7r.v;d" :n the draft of Section XV which was forwarded to industry, i 
Aoti--.+ !.i3 .ariding this recommendation, the Committee concurred that fr.rmal / 
solao- catxon of industiy comments on this paragraph was a matter for / 
decision by the Staff, AUG 2 9 1956 

r.. Case S3-hh - Revision of Part 2. Section XT , The CBD member reported that 
tae ilateriel Secretaries have recommended the allowance of costs for help-wanted 
advertising and advertising in technical publications and that this, plus ary \ 
rafeiring problems^ is beir^ resolved by higher echelons. A further report \ 
idn be made by 6 Mar 57 e ^ » 


.% Case p^hh - Revision of Section XV. Part 2 . It ;;as noted that thiJ 
OTctSlem IS being considered at higher echelins and' "that a further report viji 
be made on $ Jun 57e ;r~ ^ S -.gET . \ 

recy^TrtKt St^rf'f^°" °^ '"^'^'^^s concurred 

request isf the Staff for an extension of the reporting date to 3 Jul 57. 


(5 Jun 57) 


th^ 

the r:;^io;^f-sli&5§^^ / ?f - ^« ^'-^-^ 

/ » 2, was deferred to the 1? JaL 5? meeting. 


(10 Jill 57) 


Ca^ 53-W* - Revd£lx£_ofSecti.an XV.'^T? — T^rrfT 

actisa on this c ase had been suspeSed pendi^ ?>.. . '^^^ reported thl«J; 
the single set of cost-pilnciplSrCoDiS^^? i'^^'^ the effort ea . 
pai^ the single set, from Se Secret^ J 55 i^*^ ''f transmittal accc^i-- 
were ^stributed to thi na*e«^enK. A?u^«^S^*i^^ Departments, 
U ^it^57 meeting, ^* * "^*ner report wLll be given at the 


(17 Jttl 57) 


further actdS rxTV^t'z! ^>.L?!.^?f^' ^*^'^^^'^"''h''1rni^n xllJi that 
current efforts to publish SeTc^^ihin «^"*«»Pl^ted,T^a SsSt o^^ 

^osed. Hie members concurred in^ l^LSJ'L^'^f «^se be 

^ ^-aas suggestion and, accordii^ly, the case 

- • (Hi Aug 57) 


h 2*®^^^""'*^ ^dh IV ^ l$^0li.2(bb) ^ Training am Educa tional itoenses. 

I^e eonrnittee considered a report from tte Special iiubconmittee, dated 2\Augus t 
.a956, covering the subject paragraph on tralnii^ and educaUonal exoensei 
. After considerable discussion the Subcomnittee report was modified as t3uo>»d 

below • y 

«15-20U»2 (bb ) - frainiiig and Educational Expenses 

a« The costs of preparation and maintenaiice of a program of 
instruction at non-<:ollege level designed to increase the vocational 
» effectiveness of eniployees include the salaries of tiie director of 
training and staff, training inaterials and textbooks vhen' the training 
^ program is conducted by the contractor; and tuition, fees^ trainir.5 » 
materials, and textbooks, vhen the trainii^ is of a non-coHege level 
in institutions conducted bjr other than the ccr-tractcr* Such costs 
are allowablst In both instances, costs of salaries or wages of 
trainees during regular worlcLng hours are allowablej, 

^ b. Ihe costs of part-time technical, engineerii.rg and 

^ scientific education, at an \inder-graduate or pci^t-graduate 

. cc?J.ege level, related to the job requirements of bora fide 

i employees, are allotiable as follows: 

1. Tuition, fees,' training materials and textbooks; 
or, in lieu of tuition, instructors' salaries and the 
related share of indirect expense, provided that the sum 
thereof is not in excess of the tuition wi^ich would have 
been paid t-) the participating educational institution. 

2, Straight-time compensation of employees for time 
spent attending classes during working hours not in excess 
of a total of 156 hours per year where circumstances do 
not permit the operation of classes or attendance at 
classes after regular working hours© 

The costs of tuition,* fees, training materials and 
textbooks (but not subsistence, salaiy, or any other emoluments) 
in connection vdth scientific and engineering education on a 
full-tune basis at a post-graduate (but not under-graduate ) t 
college level related to the job requirements of bona fide- 
employees for a total period not to exceed one school year, 
are allov?ableo In unusual cases vAere required by military 
technology, the period may be extended. 

d« Maintenance expense and normal depreciation or fair 
rental on facilities cwned or leased by the contractor are 
allowable to the extent set forth in (k) above, (e) above 
^ ana (t; above, respectively. 

* ^^^^^ ^ training and education of other than bona 

fide «ii>li3yBe8 «re Bot mUowabla. . . uu<wi 


f. .Oraota ta aduoat^onal or twining inrtitaUbna, includii^ 
the donaUcffl of faoLHtiBeJar rttiar jrtjperttas/ -irtbolarships w 

feUoiTships, are considered as contributions and will be treated * 
as provided under ASHl l5-^U«3(c}." 

The report was referred to the Editing Siibcommittee with the request that an 
edited version be presented for consideration by 21 Aa^ust 1956. In the 
interim the ASPR menbers will clear the proposed p^rasrsph within their 
respecUve Departments and the Staff will undertake coordination with the 
Assistant Secretaiy of Defense (Kanpower and Personnel). 3he Comndttee 
further determined that if the paragraph was cleared in time. It would be 
inserted in Secticm XV for issuance concurrcsntly with the printing of that • 
^ section. The Chaiiman further advised the menbers that the proposed paragra 
probably v»uld be presented to the Procurement and Production Industry 
Advisoxy Committee to secure an Industilal reaction. 

In conjunction vxith the above paragraph, the subject of the aTlowability 
of management and executive training costs was discussed and deferred without 
action to modify tha above paragraph. 

In approving the aboi'E paragr^h the Committee considered and re jecte ' 
the concept of allowir^g full-time salaries for bona fide eiq^lpyees on a o w 
full-time basis at post-graduate college levels. ' 


91 Ca^e 53-a' - ^^^vxsion of S e clAon X7 - Part 2^ Pf^-'tf 

9f ^'^e 53W. .^^^^ .^^^ ^3^er called tne '^og^^?^^ 

J-tentLon to a d iscrepancy existing in the present re^^aon of ?ectxon 
fn JnS°4^h l^-20ii.2(n) vath respect tr^ overtime, exti-a-pay shxft ana - 
l^l?nhi?f t^^einim^ T^^^ situation the Committee approved 

Ife ri^ilS^'^the words "othervdse approved" for the -ords "o^J-^^^ 
tu^oJzied" appearing in the fourth line of ihe paragraphs The ^^^^l 
JuSher Spread the deletion of the vords «vathout prior approval" 2n next 
io the last line of the paragraph. AUG 7 1956 

3« Case 53-ljii - Revision of iiSFR 12-^02' to Conform to Pt'oposed J&m \ 
, 15"20Itf.2(nj - (Overtime, Extra-ray Shift and Multi^hift l 

/ Work) , The Navy legal menber called the Committee "s I 

attention to a further change required in the subject paragraph in view of 
Iftie changes approved at the 8/7/56 meeting in paragraph l5-2oL2(n) to 
renwAre an inconsistency between the two paragraphs. To correct this situation 
thgr Committee approved the substitution of the word "approval" for the woriT 
•'afathorization'' as it appeared in the second and third sentences of subparaX 
graph (b) of tiie ASPR minutes of 17 OiOy 1956. AUG 1 4 1956 ^ 


12. Case B3-hh - Revision of Fart 2> Section XV « Contract Cost Ffinciples 
^ Coninittefe considered a report from the Section XV Subcommittee, dated 
30 July 1956, presented in response to a report from the Tax Subcommittee 
'dated 21 June 1956. In considering the Section XV Subcommittee's report 
T'Tith respect to the three questions raised' by the ASER Committee and the 
Subcommittee's suggested treatment thereof, the Committee disagreed vath 
the Subcomroittee's clarification of the first question and reinstated the 
previous laiTguage under subparagr^h (1) to read: 


\ 


/ 


• which are paid or accrued in accordance with " 
generally accepted accounting principles are allowable. 


ti 


The Coinmittee further revised the two sentences following (2) (ii) to 

read: 


\ 


/ 


"Seasonable cost of any such action undertaken by the 
contractor at the direction of the contracting officer 
are allowable#» Interest and penalties incurred by a 
contractor by reason of the nonpayinent of aiy tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to assure 
timely direction after prompt request therefor^ are 
also allovjable#" 


The Committee concurred in the Subcoramittee report concerning the other 
questions© These include retaining the present language of subparagraph 
(2) (ii) lAthout change and the addition of a proviso provision to sub- 
paragraph (3) as follows: 


/ 


t • ^ provided any interest actually paid or credited 
to a contractor incident to a refund erf tax, interest 
and penalty shall be paid or credited to the Government 
only to the extent that such interest accrued over the 
period during x-jfaich the contractor had been reimbursed 
by the Government for the taxes, interest, and penalties#" 


/ As reilsed above the Committee approved the changes for inclusion in 
/Section X7© AUG 1 4 1956 


3. Case S3-lh • Section XV - l5-20U,2(bb) - Jii ng and Educational Exnens 
A report dated ^.d July 1956 frcn the Special Subcoranittee established to conside 
the subject problem was discussed at length. The discussion touched upon nanj 
facets 01 the problem, such as whether the proposed allowance of training and edu- 
cational expenses was in keeping with the National policy or merely a question of 
the "cost of doing business" in the present economy. It was pointed out that many 
commercial concerns have established programs for the advancement of their engineer 
ing and scientific employees by supporting their education in after-hour classes 
and, to seme extent, even on a full^-time basis at graduate schools. It was further 
pointed out that it is the Ft^esident's policy to promote training, particularly 
higher training, starting at the high school level. In addition, the members were 
advised that the Hoover Committee had recommended Governmental support and training 
to encourage Governmental career employees. To some extent, the Army and Navy arit 
jnow using this practice for certain selected employees. 

1^ The Committee then undertook consideration of the proposed paragraph contained 
in Inclosure k of the Subcommittee report, in conjunction with the other inclcsures 
rne paragraph was approved, as modified by the Committee, subject to editing as 
folloifs: 

^ "l5-20li,2(bb) - Training and Tiaucational Expenses 

' ■ . • 

• a. Prer)aration and maintenance of a program of instruction 
designed to increase the vocational effectiveness of employees 
include the salaries of the c'irector of training and staff train- 
ing matrrials and textbooks, when 1he training program is con- 
ducted by the contractor; and tuition, fees, training materials, 
and textbooks, when the training is of a non-college level in 
insti cations conducted by other than the contractor. In both 
instances, costs may include salaries or vjages of trainees during 
regular T-Jorking hours. 

b. Fart-time technical, engineering and scientific edu- 
. . cation at an under-graduate or post-graduate college level 

related to the job requirements of the employee as follows: t 

1. Tuition, fees, training materials and textbooks. 

2. Where circumstances do not permit education after 

paid working hours, regular employee compensation ' 
is also allowable for instruction not in- excess of " . 
a total of 156 hoxirs per year. ^ 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
with scientific and engineering education of bona fide employees 

on a full-time basis at a post-gi^aduate college level, related \ 

to Ihe job requironents of the employee, for a total period not \ 

to exceed one school year. In unusual cases where required by i 
military technology, the period nay be ojttended* 

d. The costs of training and education of other than 
bona fide employees, including iBcholarships and fellowships, 

are not alloi-yable." 

• p \ . 

^ne Committee also noted that it may be necessary to include an appropriate 
cr-ss-reference to subparagraph (d) of l5-20l4.2(bb) in the listing of items of 
unsllcvsble costs. 

A further question ^^ras raised with resr^ect to the treatment of costs 
occasioned TTLere contractors established schools at their Oi-m locations on the 
pre-:ise that such costs ou^^ht to be covered by the above paragraoh. As these i 
costs \?culc' in^'olve both facilities and facultj^ exoenses, the question of how 
such '.costs would be treated was returned to the Subcojrinittee to draft appropriate 
coverage for inclusion in the above paragraph l5-20l.2(bb) . Tne Subcommittee was - 
requested to provide a report for consideraUon by 7 August 1956. JUL S 1 1956 


11. Case 53-1*1; - Revision cf ASIR 12-202- to Conform to Prnposed ASPR 

15-201u2(n) ~ (i-^ertime, Extra«Pay Shift and * * 

liilti^Shift WorkJ« Ihe CoHmittRP^nftngirioi^rf a report fron- 
.the Editing Subcommittee, dated 21 June 19^6, presenting an edited version oT 
•the subject material, Uie Committee modified the second and third sentences 
of subparagraph (b) to read as follows $ 

• • • • :."Ch cost-type contracts, and to ihe extent 
required by the contracting officer* on redeterminable 
and incentive fixed-price contracts, however, an 
authorization from the Government for the use of . ^ 

overtime, extra-pay shifts and multi-shifts must be 
obtained to sustain the charge of any premium labor 
costs if) the contract. Such authorization should ' 
generally be obtained prior to the use of overtime, 
extra-pay shifts ani multi-.shif ts." ♦ • , . 

In the last sentence of subparagraph (b) ttxe word "required" 

was substituted for the word "desired." ' 

In the title of paragraph 12-102 the word "Shifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts." 

As modified, the revised paragraph 12-102 was approved for printing 
concurrently with the printing of Section XV. JUL 17 1956 

li. Case $3-Ijii - Revision of SectionJT - Contract Cost Principles ~ 

Part lo The Corarnittee Ijonsidered a reijorb, dated liS' July 
195c, from the Editing Subcoimrattee presenting an edited version of the 
rf.n.Klc.r. of Part 1, Section XV. After conaderable discnsR.ior», in which 
several suggesi'n'.ons were presented for revision of paragraphs 15-1.01, 
15-102,1 and 15-102.2, the report was returned to the Editing Subcoimnitbee 
for redrafting, vath the request that a revised report be presented for 
cond-deration ty 31 July 1956. A further suggestion was made that when the 
revised i'art 1 was published a change was reqidred in paragraph l5-502(f. ) to 
replace the comma idth a period and delete all material foUoifling the coixna. 
The '^oinniittee approved the recommendation, J\J^ 2 4 

1. The ninutes of the 7/2^56 meeting were approved with the following inodificflti 

. ■ Item ii. Case 53-Iiit - Revision of Section iCV - Contract Cost Principles 

Part I . " ^- 

The case number was revised to read 56-29, and the second sentence was re- 
viSBQ to read: "After considerable discussion,, in which several sug- 
--.r".^,?"' '^T® presented for revision of paragraphs 15-101, 15-102.1 and 
the report was returaed to the Air Forc e me mber of the Editing 
'•5U co-"::ittee for redrafting, with the request thst'a"revised report be 
prerented for consideration by 31 July 1956. JUL 3 1 1956 


ons 


?• Case - ' d.sion'ef Part 2^ Sectioii XV» 


*eport dated 21 June 1956 


I frrm the Tax Subcu*«iTiittee^ recommending' certain changes in proposed paragraph 
\l$-20k^U7) of. the latest di-aft of ..Part 2. SectLoh XV. was-discussed^"lt yas. ^ 
* determined that the paragraph ^oxild hot include a reference to "taxes ^y^d^i^^^. 
governments" since the award of cost-reimbursement type contracts by l^aiL pro-^ ' 
curing activities to foreign contractors occurred so infrequently that this 
ii|atter should be covered cn a case-by-case basis ^4ien ai^ards are made tm foreign 
contractors^ In the revised draft of the paragraph submitted by the Tax Sub- \ 
committee in subparagraph (ij Jbhe_ question was raised as ta whether defense would 
reiiiibursO;Aj?^ntr#to ^ ^) the queslldj^ 

was TBlsei ;6^Jts (3) it wa? 

. indie atetf ^Aatr-t*^ l«rtr:se»fcgi^ ^ ^t^ovIbt*^- ffett t^ ac94 • %e entire 

areport was ref«x^ed^ flcrt 2^'.'6te«Xm:txv«)fi^e«n^ttft#)fer^^ in \ 

fcoordination vdLfh "the '^SX'Svb^cm&t^^ '^d'^e^recyi^st made ' \ 

that a report be submitted vathin 30 dayse. jyi^ 3 t956 ^ 

13,^ Case 53-lii - Revision of ^ASPR 12-^202 to Conform to Proposed AS PR l$-20l;>^(n) 

: - (Overtime^ Extra-^ay Shift and Miilti^hift Work)> An 

EdlitLng SubccfiBidtt^i'lE^oxT^'5^^ of 
a Revised AS HI paragraph 12'^^# -SSiua^^i^ ^Hfcu^^od the details of 

>'tM9-araft l^d Aad^ m^SXl^ce ltfifi^g^MV»»tf 0^9 <^ fespBtt (^'paragraph 


1 


a« 


In line 3 it was suggested that iihere 
"contractor^" the following: 


be added after the word \ 


b. 


"^ and the contractor shall' not be entitled to 
a price adjustment therefor, "j 

in subparagraph (ii) discussion concerned having the 
subparagraph commence "To the extent required by the 
contract"; oxd 


Ct Having the third from the last sentence reads 

"Such authorization shall generally be obtained 
prior to the use of overtojoe, extra-p^y shifts, and 
multi-shifts*" 

It may also be necessary to delete the "s" from the phrase "extra-pay shifts" 
wherever it appears in the entire clause » 

1 The ConAittee menibers desired to look into this matter further and, 
accordingly^ the item vill be discussed again at next ^^^^^^"'^^glg^* 

15. Case Sj-hh " Re^osion of JiSm 22^'?c» r * 


km Case ^'^^hh - Re^4_sj-on of Section XV Par '' The Chairman annoujriced 
r that the ^eirial Secretai5.e6 CoiUicil had de. aed that the subject 
I profit faring, contributions and donations^ and general research costs 
■ would receive the same treatment under the revised Part 2 as in the ^ 
existing Section XV^ It x^as determined that there was no objection to 
using the revised language concerning general research costs developed 
Isy the Editing Subcomraitteej however^ \dtb respect to the negotdaticn' 
criteria set forth in the edited version under general research costs^ « 
it was agreed that they would not appear in Part 2 but would be placed 
appropriately in Part 1 of Section XV. fi.pr: i ^ i£^s 

9o p^se - Revi sion of Section XV^ ^art I p The Committee considered 

a ffiSmorandum from the Chairman recommending that when Section XV^ Part 2p 
revised that certain changes, as set forth, be made simultaneously in 
Part 1. It was determined that these recommendations be referred to tiie 
Editing Subcommittee with the farther request that the Editing Subcommittee 
review the suggested' placement of proposed paragraph 15-103 # MiXh respect 
to this latter point, it was agreed that the Committee had previously 
direpted the placing of this material in Part 1, but in reconsidering, the 
qu^efstion was presented as to whether it should not more properly be placed 
|to Part 5o Ihe Editing Subccaranittee was requested to report within two \ 
weekso j/iAY 1 1956 

I3I Case $3-Ui - Revision of Part 2, Section XV ^ Contract Cost ' h 
/ Principles ^ A report from the Editing Subcommittee, I 

. 'dated 26 April 1956, containing a final edited draft of subject \:as | 
distributed to the menbers. In addition, a revised draft of a document 
containing the major unresolved issues with industry were also made 
availfitole to tte mentoers^ r- Both iarjthese A)CUiiieat3 ihUI /attached to 
bA agenda item fbp the Material Secretaries Counoil in the v«y aear ^ 

future and the members were requested to give their concurrence to the \ 
/documents to the Chairman by k l^ay 1956» ^/;v 1 \ 

12 • Qase - Revision of ASFR 12^02 to Conform t^ Proposed ASFR \ 

/ i^^^>2(n) (Overtimes E^tra-Pay Shift and Multi-Shift \ 

Work )o A revision of the subject paragraph, developed ' 
by the Staff to conform with the proposed Section XV treatment of overtime^ 
extra-pay shift and multi-^shift work, was considered by the members and \ 
ref ef^red to the Bditii^ Subcommittee for editings The Editing Subcommittee \ 
w^requested to present a report for consideration by 29 May 1956» fjfiAY S 13 

5t/case 53-l4l - Revision of Part 2. Section XV. A representative of t^^ 
lax Subcommittee reported that the Sub committee 'had noted several areas ^ 
not explicitly covered by paragraph l5-20U#2(y), entitled "Taxes," which 
could result in issues with contractors* In view of the current statui of 
Section TyT, the Conmiittee requested the Tax Subcommittee to present thdbr 
written comments in order ttiat these potential deficiencies could be 
cohsider ed* JU N 5 )956 

12 y Case 56-29 - Revision of Section XV, Part 1 <|' 
/ Q^se 53-i;U Revision of AS PR 12-202 to- Conform to Proposed V 
. . ffiPR 15-201i>2(n J (Overtime, fextra-J^ay Shift and \ 

I jM-ti-Shift Work J, The- ChaiiTPan ralspri thp qnpgtinr> or^ 

wh^ reports would be received from the Editing Subcommittee with respect 
K ^S! subject problems* The Na^ legal member advised that a report fi^pm 
the Editing Subcommittee on the^two subject problems would be presented X 
^Jithoji one week* JUN b 1S5c . \ 

Ij^^^tes of th. 6/5/56 .^eti.,. «e„ approve »lth 1*. foU=«i» 


/ 


Item 5. Case 53-Uii - Revlsien of P «r^9 Section XV. The last / 
of Section XV«" 1 3 1956 


, Part 5 - Subjects Affecting Cost Which Msgr ^^quire Special ConsideratS. 

C^Sdirluon^^"*^ Affecting Cost Which Require Special i 

M-^. Scope of Part, This Part enumerates certain subjects 
affecting cost which may require special consideration in 
connection with the negotiation or performance of cost- 
reimbursement lypfe contracts- and which are not specifically 
covered in Part 3, or Part k, of this section. ^^^°^2r 

Considerati on Required ^ It is important that 
Contracting Officers and their negotiators consider the 
subjects enumerated in paragraph 1^-502, and any other 
subjects not precluded by the provisions of Part 3, of 
^art k of this section (whichever part is applicable), 
for the purpose of (i) determining which subjects if anv 
should be expressly provided for in a particular cost- 
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
respect to any such subjects shall be reflected either 
in the contract or in the record of contract negotiations." 

Part 6 - Cost Interpretations, 

"Part 6 - Cost Interpretations 

Delete balance of this- Part and substitute therefor 
the word « RESERVED ».« 

Part 7 - Facilities Contracts. 

"IHCO Scope of Part. This Part sets forth principles and 
standards for the deteimnatLon and allowance of costs in 
. connection xvithuost-reimbursement. type Contracts and cost- 
reimbursement type subcontracts tiiereunder for the acquisifeinr, 
of industrial^facmties^to i#^ch toe Gotr&a^V takef^ 
tiUe unaer the contract. Oils Part also applies to 
claises in ay other cost-reimbursement lype contracts 
or cost-reimbursement type subcontracts thereunier, i*ich 
clauses Pjoviae f or the acq^oisition of industrial faSS- 
ties to which the Government takes tiUe. 

made^l!S ^Sf h*hV?n/f u^"" ^ ^^-^^ to the change " 

maae in - art Ji (l>.j.03 (q)) would also have to be made in Part 3 l^-^S f^V 
^he Conmittee concurred in such a changeo ' 15-304 (g). 

^5 Svtosequent to the meeting the following change was received 
Sit'StiS^^^ S^co^mittee for Part 3 - Resea^h cSrac^^ SS'^Sprofit 

"1^:30^ Exampl es of Items o f AllowaM.. nr>.f.,, , ,^ 

Ig; Pension plans in accordance vjith the piincinles-and 

accident and l^e insur«oe plans (but see paragraph lS-5oS(k))„'' 

a--ritS°? *S J^'^^^^'P ^ ^^^^ ^^t Of Part 2, incorporating the chanees 
'^'T.2,'tUr.^^Z^;^^ "^"^^ SeSeSjlSTorsider 


15-201;.2 ( (1) Insurance an d Indemnifies on. (Pace 9) Thic 
subparagraph was revised to reaa as follsSs: ^* ^ 

"i%$?k2|jLi2 Insurance and Indfimn-ifs^^t-;^^ , 

«hs.^ "^f^^ includes (i; those types "of insurance 

ILI cfitract, or by specific instruction of an auth^Led 
fofwMch S""^ of the Govexment, and (ii) aiy otherSj^ce 
t^L+ 5 contractor seeks reimbursenient under the cc^ 

a.L^% S^'^'^t'^i^L'^'^^ ^^^^ contr^ir 
i™^:^^h^^L'.?""' c^pensated 

'^'t'vilgi S^.e^/^^ ^^-^-^ Pages n and 12). Were 

(n) I^terial Costs. 
i °^ direct and indirect material, and 

inti?. ^f--^*^^ inbound transportation and ' 

S fS^v ^""Tf^^^ ^""^ allowable, subject, however, 
to (2) through (6) below. In computing costs of 
material; consideration id.ll be given to reasonable 
IT'^X^^^'^T' defective woik (for correction 
rflftfn' provisions of tiie contract • 

v^ork) inspection and to correction of defective 


* * * * 


(6) Costs of material- or services sold or transferred 

coit'^'Sl^^ organizations, under l^^^n 

ro?r+ be allowable only to the extent of the 

cost to the transferor, or the prices of other suppliers 
for the same or substantially simlar items, whichev^ris 
lo;.;er, unless factors other than price warrant aSow!Jce ' 
on ti^e basis of the Cost to the transferor; provided that 
frlT ^^."^ regular^ manufactirld^old by 
?rl'?M '^^f;^^!* commercial channels, a departure 

from this cost basis is pennissible if the char'e to the 
contract does not exceed (i) the transferor 'HlJes price 
to Its most favored customer for the same itL S Hke 
quantity, or (ii) the prices of olher suppSS^s^or Se 

*f sS?iorjj^*?LfJ-'^'''.jr-^^^"^ revisions of existing Parta 

Contrlci:^ Ssentel"^ Se E^l^ proposed Part' 7 covexlr^ FacSlies ^ 
issued sSul?IJeou£v1^S t^^.*^^ Subcommittee, the revisions to be 
»ittee approvSX'^LSjJk^f re^sl^^^' ^^^^ 

Part k - Construction Contracts. 

-Examples of Items of Allowa hl^ Costs 

IHT^'^"'' ^^'^ accordance .ath toe pHnciple^ IrA " * 
standards set forth in ASFR l <-i>n?. o prancipj.es and . 

. accident and li^fin^rance ?L^^ ^'""^^ 


■ contractor's products, or othfc, relevant 
circuznstances* 

Ihdividual categories of indirect cost are discussed in 
ASm 15-203.2 through l5-203.5.« u^scussea xn 

^® Committee approved a revision of the TITLE and the 
"Scope of Part" as quoted below: ^ ana me 

"Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

^=2W pope of Part, This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost-redjnbursement type contracts and cost« 
reimbursement type subcontracts thereunder for procurement 
of supplies, services, and research and development work, 
vath contractors or subcontractors other than such contracts 
and subcontracts to ^ch Parts 3, h, or 7 apply," "'^''^''^''^^ 

^^^^^rfJSl i^^ Depreciation, (Page 7), Ihis subparagraph was 
revised to read as quoted below: r- & i' ao 

(2) Depreciation on a contractor's plant, equipment- and 
other capital facilities is an allowable element of Jon- 
tract cost; provided that the amount thereof is computed: 

(i) upon the property cost basis used by the 
contractor for Federal income tax purposes 
(See Section 167 of the Internal Revenue 
Code of 19Bh)s or 

(ii) in the case of nonprofit or tax-exempt 

organizations, upon a property cost basis 
which could have been used ty the contractor 
for Federal income tax purposes had such 
organizations been subject to the payment 
of income taxj and in either case 

(iii) by the consistent application to the assets 

concerned of any generally accepted accounting 
Method, includiijg those recognized by Section 
167 of the Internal Revenue Code of 1951*, 

nt^rf should usually be allocated to the contract and 

^ilLT^^ ^"^^1-°* '^■^oymt of depreciation 

S^^r ^^ accounting period m^, consistent vdth the o^v> 
basic objectives set forth in (1) above, vary with volumJ cx^^ 
of producUon or use of multi-shift operations," ^-^V 

n?%HHLf°''°? Withdrew its former request for consideration 
of additi«iaX,.iai^^ added to wibpmmm (ili) 

which would, ia effect, ha^ provided SS^f^^^ 
allowable .«n^r « opnts^aot wold aot esseed Ifeg «ei*iiri*%inn 

t^Tt f ?i ^''"'^ disadvantages of hJlSj^o^ 
' S dSel?S^?- ^^'^ ^ indeterminate period of timelntS \ v> 
final determnations of depreciation had been made by tax ^< Y ^ . 

hf^"!"'" outweighed the ad^?ages ^^ 0,^^^ ^ 

sought by the additional lar,guage« ««^ageB ^ 


km Case 53-liii - Revision of Section XV » Consideration of the special areas 
subject to I \sion or review at the Special M uig held h/S/SS was under- 
fbaken in the ^oUowing order: 

l5-20lio2 (p) Patents* (Page 12 )p The last line of the edited draft, 
dated 29 March 1956, was revised to delete the words "by the 
Government" and substitute therefor the words "where title is 
conveyed to the Governmento" 

l5-20l|,2 (o) Overtime , (^'age 12)© The meiii)ers were advised that the 
OASD (I^P; had no objections to revising ASH paragraph 12-102 to 
be consistent with this paragraph© Accordingly, the Staff will 
prepa^re a revision of.jL2-4Q2 for considaration^ 

i 15-2Q3«5 General and AdministratjliFe Cogts ^ (Pages and 5)^ This 

"1$-203p5 General and Administrative Costs o General and 
administrative costs consist of items of cost attributable 
to the overall management, supervision^ and conduct of the 
business. Such costs shall be allocated to all work of 
the contractor, using any recognized method of allocation 
if equitable results are thereby obtained^ Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and administrative costs) is 
a method vihich generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis of: 

(i) processing costs (direct labor, factoiy 
overhead, and other factoiy production 
costs exclusive of direct materials); 

(ii) factoiy input costs (processing costs plus 
direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method 
is available )/« 

l5-203ol (b) General . (Page 3). This subparagraph was revised 
to read as follows: 

''15-203 #1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 
The objective should be the selection of a method which 
will distribute the indirect costs in an equitable manner^ 
The method used in connection with Government contracts 
shall, in order to be acceptable, confom with generally 
accepted accounting practices, provide uniformity of 
treatment for like cost elements, be applied consistently, 
and produce equitable results. A previously acceptable 
method shall be subject to reconsideration when: 

(i) Any substantial difference occurs between 

the cost patterns of vjork under the contract <S>^ 
and other icork of the contractor; or > 


(ii) Any significant' change occurs in the nature • 

of the business, the extent of subcontracting, 3^ 
fixed asset' improvement programsj the ^ 
inventories, the volume of sales, the volume o 
of production, manuf acturiz^ processes, the ct^ 


Page 21. 


l5-20li.2 (aa) (l)a The third word reading "contractor's" 
was deleted© 


l5-20Uo2 (bb)a This paragraph was reserved© A Special 
Subcoimnittee was established to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costsp In taking this action the 
Special Subcoimnittee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completed© The Subcommittee was further requested to 
coordinate their efforts with the OSD Office of Manpower 
Supply© Members designated to the Subcommittee were: 

Anry - To be designated 

Na\y - l-ir* A. Sawallisch, OlM (Chairman) 

Mr. James Ruttenberg, OCN 
AF ^y^. F. Southwell, AFMPP 

Mr. V;. Latta, AFAUD 

The Subcommittee was requested to present a report for 
consideration by 7 May 19$6# 


Page 22 » Approvedt 
^age 23 » Approved^ 

Page 2h c l5-20l;o3 (i)« The Committee deleted the reference in 

parentheses' at the end of this paragraph^ In taking 
this action, there was general agreement to specifying 

the period and amount in part 1 when re^itten, iJith 

an appropriate cross-reference# 

Page 2^ 0 Approvedo 

• Page 26 0 I5-20U.3 (2) (xL). The words "special tooling costs" 

were deleted and the word "taxes" substituted therefor© 

l5-20Uo2 (2) (xii). Training Costs, was deleted in its 
entirety. 

iS'-ZQk.^ (2) (xiii). Travel Costs, was renumbered to 

(XLi)a 

i 

ji 

The Na^y legal meaiber c^ed .pie Ccnmittee's attention to the Editing 
Subcommittee's report of 27 Febniaiy 1^56, in parngrapli h of which the 

Subcommittee covered the subject of side agreements^ Tt is understood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955o 

With the above action, further consideration of this subject was 
deferred until the next meetij^g to be held h/lO/S6. V^-' 


iiw revised the paragraph was refei.ed to the Editiig 
S\jb committee^ with the request that the edited 
lar^uage be presented by the next regular meeting 
(10 April 19SSU 

I5~20lio2 (n) (6)# The semicolon folloidng the phrase 
"whichever is lower" was changed to a comma and the 
f ollovang language added: 

"unless f actors. other than^ price warrant allowance 
on the basis of the cost to the transferor;"* 

Page 12 o l5-20l;t>2 (n) (6)« The word "either" appearing before 

(i) was deleted* The period at the end of the paragraph 
was charged to a comma and the following language was 
added; 

"lAichever is lower, unless factors other than 
price warrant allowance on the basis of the cost 
to the transferor©" 

l$^20ko2 (n)e The Staff xrf.ll undertake action to 
determine :;hether a revision to paragraph 12-102 
may be mad/.-; in order that paragraph 12-102 be 
consistent vjith this paragraph* 

15-20U2 (p>o Tlie Staff was requested to clear the 
need x^ith the Patents Advisor of .the inclusion of the 
T'jords "or on behalf of" in the last line© 

Page 13 • Approved© 

Page lli* l5-20l4o2 (q) (3) (iv)* The Committee agreed to the 
inclusion of a note in the I^ilnutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contract* 

l5-20lic2 (q) (3) (iv) (A)* The second word "all" was 
deleted* 

Page iS o l5-20li*2 (q) (3) (iv) (B) (H)* The words "or gains" 
vjere inserted after the word "credits" in the sixth 
from the last line* 

Page 16 * Approved* 

Page 17* l5-20lie2 (u)* The words "such factors as" were 
inserted betv/een the words "of" and "the" in the 
second line* 

l5-^Olio2 <▼) This paragraph vaa reserved^ 

Pagelp, Approved. ^t,<^ 

kP^ ^ 0*7 4.'^ flf^ 

Page 2O 0 Approved^ 


Page h o J^'=*lete a cornina in paragrajdi l5-203#'^-^ 


Paragraph l5-203.5# The Air Force member recomiTiended 
that every thijig after the first two sentences of this 
paragraph be deletecU After considerable discussion 
this recommendation was rejectedo Ho^.^ever, subparagraph 
(i) was deleted in its entirety© Subparagraph (ii) was 
referred to the Audit members of the Section XV Subcomr- 
mittee for clarification, vdth the request that the 
revised language be presented for consideration at 
the next regular meeting (10 April 1956)o Final 
decision will be made on this paragraph after i 
revised (ii) is reviewecU 

Page $; "^Ag^rWedd ^^^■^'I'^z rlrtii^rrn r::r bzzzx^i 

Page 6 ^ Approved, 'reservii^ subparagraphs- <^)-«iid Im) of 
' l5-20lio2o 

Page 7 a l5-20Uo2 (f ) (2) (i) (ii) (iii)o These subparagraphs 
were revised to read as follows: 

"(i) is computed upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 16? of the Internal Revenue 
Code of 19Sk)s or 

(ii) .in the case of nonprofit or tax exempt 
organizations^ upon a cost basis which coxild 
have been used by the contractor for Federal 
income tax purposes had such organizations 
been subject to the payment of income taxes, and 

(iii) is computed by the consistent application 
to the assets contemed of ary generally accepted 
accounting method, including those recognized by 
Section 16? 'of the Internal Revenue Code of 195U» 
In no events however ^ shall a greater amount for 
de preciation be allowed than is authorized by the 
Internal Revenue Code g" 

The i'^avy member objected to the addition of the 
underscored language' pending further study© 

As revised, this paragraph vjas referred to the Editing 
Subcommittee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 19^6 )« 

Page 6 » Approved^ 

Page 9 a Was approved, subject to further editing of the last 
sentence of paragraph l5-20l4o2 (j) (1), which was 
referred to the Editing Subcommittee vdth the request 
that the edited language be presented by. the next 
regular meeting (10 April 1956 )« 

PagelO# Approved, subject to the deletion of a comma in 
' l5-20ii.2 (k) (1) (2)^ 

?age H. 15-20U«2 (n) (l)t This subparagraph was modified to 

add the following words in parentheses: <A 

"(for correction or defective woik see the 

clause of the contract relating to 'Inspection ^ 

and Correction of Defective WorkO#" APR 6 195F 


I 10. Case « Revision of Section CT^ Copies of two reports from th^ 

I Editing Subcommittee dated 2 ^ril 1956, with respect to the subject 
^ revision, -re distributed to the neitberst the brief discussion that 
followed tiie clistribution of the reports, the menbers agreed that the * 
following doctunents, in adcHtLon to the two mentioned above, would be 
helpful in the consideration of this problem at the special meeting to be 
held Friday, 6 i^il 1956, at lOCX) hours, in room 2^-2li3, the Pentagon: 

Report dated 2? February 1956 from the Editing Subcommittee 
Report dated 9 l-Iarch 1956 frm the Editix^ Subcomraittee i 
Report dated 29 l^Iarch 1956 from the Sditing Subcommittee t 
Report dated 1 November 1955 from the Section 17 Subccoraitte^ 

* It was agreed that consideration of the revised Section X7 would be on the 
merits of the edited draft dated 29 tiarch 1956^ 

In addition to the above, the Committee was in receipt of a separate 
report dated 3 April 1956' from the Section XV Subcommittee concerning tfcie 
subject of profit sharing, contributions and donations, and general researc' 
; costs* It was determined that.these three subjects would liot be congLdJ^-r 
^t the meeting on Friday* APR 3 19ftf * , ' 

Case 53-Wi - Revision of Section XY , Representatives of the Section XV , 
Subcrtedttee attended the meeting for discussion of the edited draft of 
Section XV dated 29 i'larch 1956* Prior to considering the draft there was 
general agreement that no further editing would be undertaken other than 
those paragraphs specifically designated by* the Committee* Consideration 
was then undertaken on a page by page basis, as follows: 


^ Fage 1 * Faragraph 15-200* the Amy and Air Force menbers 
questioned the inclusion of the phrase ^commercial 
*^e accounting ^stems'* without providing a 
definition for the phrase* After considerable 
discussion the Committee agreed to omit the 
phrase and to redraft the paragr^h to provide 
that: 


a* This part 2 applies where parts 3 and 
h do not apply, 

b* The last sentence covering facilities 
should cover the following concept: 

P 

"It also does not apply to clauses 
in supply or service contracts 
which provide for the acquisition 
of industrial facilities by the 
contractor' for the account of the 
Government," and 

c* On the subject of facilities, establish 
a separate part stating that pending the 
development of this new part, part 2 
would be used to the extent appropriate* 

With this action, paragraph 15-200 was referred to 
the Editing Subcommittee for editing, with a request 
that the edited paragraph be presented for considera*- 
tion at the next regular meeting to be held 10 i^ril 
1956* The remainder of page 1 was approved as written* 

^age 2 * Approved* ^-^^ 

-"'^ Page 3 * Approved (other than the deletion of a comma in^ ^ 
paragraph 15-203*2)* V 


' ^ . . ^ q^^+^^n YV Editing The members were advised 

Re^'^sion of Sec^on^j ^ ^ this probleiR 

. Contract Cost Prxncxples ^^^^^ presented by \ 

* iKUoll^^^ lU Februaiy 1956. 

lie Case. - Revision of Section XV,^ Contract Cost Principles ^ A repori 

3r the Chairmsci of the Editing Siibcommittee pointing up certain areas requiriij 
Resolution prior to final editing was rioted and further consideration deferre 
until the ne::t meeting©. In the interim ;yie E5diting 

topneet vdth the Section XV Subobmrnittee in an effort to resolve as maxy of 
thg areas possible and to report oh 'their accc^i^shments at the 6 >larch 
1^6 meeting o FEB lito ' 


. , •■ ■ ■ • I . ... 

^iS^SSl^S^-^^ ^^^^ 

meeting wo^aldThel^mda^°2^^^^ ^tlrT'^^ ^^^^ "° ^P^^^^ 
but thit the repo^r if iv ^ ^° consider this pix>biem 

r^g-olar naeti^J^'' r o Q IsSC ^^^^i^ered at the next 


%^lr^^^^ ^T^"^ -^--rtain what the 

connections SSed'T? ^"^.^'^"'f encompassed. In this 

is to be 4.niSS^ ''^"^^ the section 

.--ningm a definition of this phrase should be included. 

13. Cc.se ^3-114 - Revision of Section XV^ Part 2 > The Chairman of the Editing 
Svbco-mittee advised that revised copies of this part jointly being considered \ 
by tile Suction XV Subcommittee and the Editing Subco:nnitteo would be available I 
by Filday, 30 March 1956. In this connection, the Chairman expressed a desire \ 
thct ^thc revised report could be considered at the next regular meeting'- to be 
held 3 ilpril 1956. ^ & • 

Ihe Chadman further advised the uienibers that instructions to the Staff with 
rospect to thie three tBSues: dbvertng ^^J iiTi c:in ' ' . , te-^: : ? - 

Profit Sharing, f 
Contribution and Donation, and t 
Gensral Research | 

KAR2 7 IPu^ 

Kcre zo be accorded the same treatment now provided in the current Section XV. 


k~d^°:p;^ord\ ri~dlf Uation »d r.r.r. . t,,«,. Eating Sub- 
eoBunittee as shovm belowj 

"1 5-204ol5 msmiTCE AlTD INDMIFICAIIOK. 

a. Included undar this item are (l) those types of i^- ■ ^ 
surance which the contractor is required to carry under « 

I !+ vv -necif ic instruction of the contracting, officer or his 

• ::?^orfz;d repLs^t'"^ ASHl 10-601 for kinds of insurance ordi- 

authorize a reprsBen^ % i^^^^q^ for which the contractor 

persons not oomiraMatea by. lns>ir«no« or otherrrLe. 

b. The contractor shall b» roiabursod for (l) InsurMUC 
„,ulrod to b. V'%'l^ir,:^^TzZ Kr.S;'r'LrurS":in"?n.d ' 

I ?''°^:1:2rtrin ^ Ur=r«.~. of <.ontr.ct 

b,- the oon-cracTior in w ^ accord with sound business 

1 " ?.ic?£d Se 'rS:? J' ?:::^n:Mr:nSr th. ctrc-stai..., .ubj«t 
to the following limitations or restrictions J . 

(i) Costs allowed for use and occupancy insurance 

will be limited so as to exclude eo'*''*^®^^^,^!;:!;!' 
Interest, federal income taxes, ana. any ottier items 

of expense unallowable tinder, this part,. 


• (ii) Casts of insurance or any reserve covering ^ 
risk of loss of -or damage to Govemment-o^med .property 
Ire not allowable except to the . extent that the .Govern- 
■ment may have approved or required suoh Insuraaoe or 


rtfserwi 


(iU) Cost of & reserve for a self insuraaoe program 
are allwable provided the program has been approved by 
the Military Department concerned* • r . 

(iv) Costs of ,in8uran<jsi':6nr the- lives of. of fleers, 
^ partner? .or^broprlet^rs", are not allowable except . • 

- \ : .Sfiere 8uc>i .tttsursnoev i's' part of. an employee plan whloh 

I " ■ •. is ^ot^ unduly. .r^.striptsd'i-' 

c. The obiiga-blon of. the .Government, to indemnify the^ . 

contractor will be allowably only to the ^'^t*^* ^"Zih^tvisI 
S the contract .(For example, see ASPB- 7-203.22). Ebcoept as other^^*- 
iJpJeLirprovidid in the%ontract. actual "losses not re^^^^sed 
in8ur«jioe C*i^°'*g^ an approved sslf Insuraaoe i.rogram or otherwise;, 
are not allowable." 

In further considering paragraph 15^204.S4(b)(i) J^*-^"*!? SnlJlrrt 
the advisability of providing for an allocation *° ^i^fS^S^n 

search work of the contractor if -the concept of proving 
of the cost is specifically covered in the contract. The ^^PTi**;®^?!*®'^ 

Xed that as loS as this concept Is '«*^i^'»\«^?,f'';:i«i;^/tl ToCl^V 
cEionwas required. Accordingly, subparagraph (A). reading as follows. 


m 
c 

wa^s deleted: 


1 
I 


n^A^ I© th» ws*eat BWOft aaats^r as* allowed, %k«y wiSil.^^ 
€^«.i*ai4y aiie«A*ed «e ftl4'w«*k e^ «ke e«r.tpa**«» 
*haK '4%s tBiepdH^a* ee»e*Ai ia»4"'i»«l«*e4 i^aseaMh* 

, 'Vath this action corrected copies of Part 2 of Jection XT We^^dis^^ 
tl the legal members for their respective members of the *!;^f .f^^X^i 
li order that editing of the draft could be undertaken. ^^/J^JeS^^b-^ 
cdHimlttee ^vas requested to provide a report for oonsideraliioa by 15 Januarj 

_19.56* r»rr i." r GCK _ 


/ 


.i-5-204*iiwa-. The s^eremth- Wfitwie^*^^ pead: * 

.. •'If a contractor has but • 
* contracts, be used • 


i ' \ • •'fco preiserye, the Governffieiii's .3,nt0^^^^ by providing for 
^ aretrojspective accounting 'and any necessary adjustinent to the 

pension pi 813. cost .incvir re (| .3$^ 

*" ith this modifioatipn^the pkrpigraph 

. 15-204 .B Cdntr Ibuiibns and. Dpnatjp^^ ^ ^ Copies 'x)f^ the Air Force 
minority position with respect, to' this'; pata^^^ which was isolated 
J as an issue at the II/ES/S 5 meeting, wbre distributed to the members 

I for presentation to the Mat^ial .S0ox>^ar:}j^s-iMid t^ Assistant Secre- 

\ t^ry 6?/I)efehs^. XS&^^ 

As modified by the ASPR Cora^ vras referred 

to the Editing Subcommittee f or Vditing.v • 1^ was 
I requested to provide > report for Considferdtio^^ 10 January 1956* Tc 
j' facilitate editing, the Staff >ill provide tliVi ' mernb^ra i>f the F-HTting Gub- 
; comraittee with* a clean draft of' the reports • ' ■ * • .^^tc: 


2. Ca?^ 53-44 • Revision of Part 2, Section X7# In approving the minutes 
of th/ 12/6/55 meeting the Air Force requested that the last sentence under \ 
paragraph 15-204#35, Royalties and Other Costs for Use cf Patents, be revised 
to express the concept in two eentenoes ra:ther than one* Accordingly, this v 
sentence ivas rephrased as follows s - 


"Charges for the use of patents, v*ere the Government has 

a license or the rigiit to free use of the patent are un- 

y allowable. Charges for the use of Patents where a patent . 

has been adjudicated to be invalid are unallowable unless * ' \ 

othenvise provided in the contract*" ^ ^ .r.i-r: \ 

DtC.l o • \ 


The Suboomnlttee report of 1 Hovember 1955 was further oonsidered on 
a par ;*aph basis » as follows s 

15-203,3 presen1?ed by the Subcommittee was approved. A Staff pro- 
posal to revise this' paragraph was rejected. 

15-204 as - Insurance and Indemnification . A revised outline of 
this paragraph developed by the Army legal member, was distributed 
to the members. Considerable discussion centered around the 
variance in the language of the first two sentences of subpara- 
graph b* and the language contained in the clause^ insurance - 
liability to third persons. The Cwnmittee requested the Subcom- 
mittee Chairman to redraft the totire paragraph to achieve con^ 
• sistency and a oross-referenoe of the clause and present same 
at the next meeting. 

15-204.34b(i) Copies of a revision to this paragraph starting 
MTith the third sentence, developed by the Air Force member, vvere 
distributed to the members. The paragraph was then discussed 
at lengths As a compromise the Committee revised (i) under 
paragraph b to read as follows and tentatively approved the 
paragraph, subject to editing, the Navy and Staff positions 
being reservedi 

General research is that type of research which 
is directed towards increase of toxowledge in science. It 
is research where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. The 
cost of Independent General Research (that which is not 
sponsored by a contract or grant or other arrangement) 
shall be allowed to the extent specifically provided in 
the contract. 

(A) To the extent such costs are allov/ed, they 
will be equitably allocated to all work of the contractor 
other than its independent general and related research. 

(B) Generallyi the contractor shall be required 
to disclose to the Government the purposes and results 


a. Scbnd * 'nature 4nd ttuftif'5*vrr*4^ j j. 1 


a. Scbp6,;naturp ^md Suali^^o? ihe contractor ' s independent 
general resekhch'pfojgre^^ • ; 

b. The' ca'fiability of the coatrac^^^ the particiilar research 

field. '^^^^ V • • / - ■ f s: • 

c. Benefits which may accrue, to the GbWrnmeiit. 
. d. Comparison of si se and oos^^ 

: j-r-v.... .^^eseairch progre^^ -- v: y ! 

; , ?^e..T3ropbVt ■kV''^^ contractor's / 

total busiMss*" ;' ' ''V''' / 

In oonsiderlng the {>aragraph Cbniiuittee also determined that the Govern- 
menv s position TOrsuo Industry's position with re'speot to general research 
should be presented to the Material Seoretaries and the Assistant Secretary 
of Def ense (SM,) as an Issue iil<ai' industry."' * " ' " ■ : . . 

• ' • • • ' ^. '.T-''. / ^ ^ C'. ' 

15^304«34o approv^4«..-, ' : . i .V * ' • .V". ''^^^ • . '-V 

l5*Ed4.26b^ The second sent^^^ 

"Such costs may include excess contributions to the extent such 
J ; . contributions are claimed and allowed for Federal Income Tax 
purposes in the current tax^i^le 

v'/xth this modif ibation the parawaph was approved. _ M^ i^t ] 


1. a. The «inat _^ tt^nf^im'i'^m^ 
t follows: 


i 


Item 3. Ca fi.*, . ^■^hlil-^ Re-feiftott^f^ "Pi^^ 2 ■ Section ltV> 
, . • : ^ Paragtiaph l5^26Ui2U. The parag'rapii' was revised to read: 

n This itfem cOn siits :<>f- - the • preraian pbr^ijn of overtiine, 

either dlrtfeVl^fftlSw mBT ct^ anSftont , . J 

•f >uoh premlvM thould be teoara^BW ldMitifl*d. ,* M 

1 of overhead, "sudh pVamluas isl^all not be Included 

therein. CosT^ such premiums on direct labor are 
allowable only to the extent expressly provided for 
in the contract or otherwise autiiorized by the ^ 
Government. Cost of suoh premiums for indirect labor \ 
is allowable without prior approval, if reasonable, , 
\ and the cost is allocated on a pro rata basis to com- i 

I mercial as well as Government work. See ASFR ^^'^f \ 

I • for further information oonoerning the policy regarding * 

; such authorisation. The amount of such Pr^'^Jij; 

charged on Government contracts shall be equitable in 

relation to the amount of suoh premium costs charged 

on non-Government work being concurrently Pf^^ 

in the Contractor's plant and tne factors which neoes- , 

Bitate the incurrence of the cost. .\. 

I b. The minutes of the ll/ZS/SS meeting were approved with the follov.'in^: 


^ revisions: 


1 

» .i. 


Item 2 - Case 53-44 - Revision of P art 2. Section XV. 

Paragraph 15-204. 34b (i) was revised to read: 

"A proposed subparagraph c. presented by *he Staff 
was considered and rejected. In 1^!^^^%*?^ 
Committee suggested the insertion of ^^^^^^^^ 
first parenthetical expression in the third sentence 
of (I) which would read as follows: 

"The allocable portion of 75% «f ^ 
percentage as may be agreed upon and set forth 
!n^e contract Schedule) of the allowable costs 
of a contractor's independent general re se Br oh 
(that which is not sponsored by a oo^^^raot or 
grant or other arrangement) shall be allowed 
in all cost-type contracts under the following 
conditions I " 

However, the positions of the DeP«^^*;!^f i '^''1^%^,^ 
with respect to this qhange was reserved, g ^955 


. 2; Case 53-44 - . islon of Part 2^ Section XV » ^ies of a memorandum 

/Torn the Subcommittee Chairman presenting revisions of paragraphs 16-204«25 
5.204*29c, 15«.204o34d and 15-204«55 were distributed to the members and 


\ 


od elcj?v' 


,ieon3c sni:Jo^t*floo ^ b^sinoiiiuB eaifntMo no :trBrr:rn: 
♦l5-204^25 PATENT EXPENSES. This 


I 


item relates to such expenses 

as costs leading to the issuance of patents, costs required to 
search the art and costs necessary to comply with invention 
disclosure provisions of the contract* The costs of searching 
the art in order to make invention disclosures, and of preparing 
disclosures and other reports, as required by the contract are 
allowable* The costs of preparing assignment and other papers 
in connection with the filing of a patent application by the 
Government and any p43if r .a^uoh' ci'oets upon the 

. )NTitten authorization !:0f the.^oc'ntra'oting officer. The cost 
; ,of research and development work is treated in 15-204. 34« 
(See. also <piBL^^rkpl^ l^ 

As revise^rbhe paragrjaij^^^^ subject to editing. 

15«204%29c reading as,f ollpwsVwas approved: 

''15.204.29 PRQFBSSIOML SERVICES - LEGAL, ACCOUNTING, EITGINEBRDJG 
AND. OTHER ., V '\ 

. ; ^.^'■''■\ \ /\ ..... . .1 ^ •. ■• 

o» The costs of legal, accounting and consulting services 
and related expenses incurred in connection with organization and 
reorganiziation; .def^ suits, and the prosecution 

of claims- against the.' are unallowable* The costs of 
legal,-, accbunting and. consulting services and related expenses 
incurred in connection with patent 'infringement litigation are 
unallowable unless btherwise provided in the contract*" 

15-204. 34d reading as .f. ol J pw^ . was approved: 

"^ 15^204*34 RESEARCH All D 'DEVELOPMENT . 

. . . V. V 

: d* Resi3arch'..and^.developifie^ costs (including amoiints 
tO apitalite d) , re gar die s s of -the n atur e , which were incur re d 
in accounting perxb<is prior to the award of a particular 
military contract,, will ixot be allocated to that contract 
unless allowable as . pre-ooiitraot costs (Paragraph 15-204«28)«" 


15-204*35 reading as follows was approyed: 

^15->204>35 ROYALtlES'^ANIf OTHER COSTS FOR USE OP PATEITS. 


IT: 

in 

CD 


This, item covers eitiounts. paid? cnr payable for the right to use ^ 
patentjs or inveiitions* Wherer; the- visb of such a patent or w 
invention is nece&sary for the proper performance of the con- 
tract and where tha.;iGp.^^ already have a license 
or other right t6 useVeuosh ^ rpatmi^or Inv^ntion^ the royaltiatj 
aaiortlsation of fk» ebst of purcftttitf^d' patents or other purohasod 
patent rishta applloablo to ooatraot proAiota or procoes^s are 

ollewablo to tho •xto«tvitiymtlapb»Mvi«ott^ f 

the contract or otherwise authorized by the contracting off ioer« ^ 
Charges for the use of patc^nts, where the Government has a , 
license or the right to free use of the patent, or a patent / 
has been adjudicated to be invalid^ are unallowable unless ^ 
otherwise provided in the oontr^ct**^ Co#^T'|> WfeXT ^ACrf 


2. Case SHU - Revislnh cf Part 2, SectLcn XV# Xhe Committee considered 
i certain poiiits ia the"Subcfflii±tW draft that reqaiped action stabsequenV U) 
that taken the Cwanittee in its 11/22/55 nestings li^ese pcints covered 
the fellowlAg dobpangra^iBi ^ 

15^M3%5 * the paragpapb was peTieeifi Mi approved to read as 
ftllowst 

^ihe base period for ailc«ation cf indirect 
eaqpenses should be representative «f the 
period ftf contract perjhrmance and Aould be ^ 
Buf f?.cieritly long to avoid inequities in the 
f aHocatibn of costsi bat in no event longer 

■ than the coctraotor ' s f i seal year," 


J.5-20lu6 - The Air Fbrce meaber advised, that the ^ l^^j, ^ 

pf>sitioa for presentation to. the Mate.rial Secretaries 
en thif pr Jbiem wisuld be presented tJithin one weeK# 

i5<-20lu25v;,-.' . . 

l5-20lu35 - 1 menoranduft. f rfOL the Patents Subci^nittee setting 
fnrtii . the niewa ,of the 'I'at^nts Subebmnittee witJi 
■ req^ect te these paragraphs was distributed te tne 
f * aeabws, mar a brief discnsaiott. ite' proble^ . . . 

was 'retumed tp. the SecUon 1W Sub(i^^^ ^•r - 
farther conaidei*ation in ccaxj^ctiead with the ' * 
Patents representatives of the three itepartmentsi 
The Section XV £^ubcpiifrd.tte^ 
provide an 5jfitcTjim rof>Qi-tVai^ 
and a final report -by. 33 ^ ooaiViVBT^ ' 
• ■■ '* . '. ' ' \ '.' ' . ■ ■ 

l5-20iu33b - Twe. alternative prc^JOsals tV^^^ h. cf 

this subparagraiSi w^re*di«tributed by the Navy 
iBeaijer* After discussion the .Ceronittee adepted 

otherwise in the contrant, rentals specified 
in sale and le aw 4> ack -ogr^enefft^ wder (2) 
abc'^'e are allo^ble only to the extent that 
such rentals do nrjt eKceed noma! covts 
(such as depreciat5.on|, taxes, insurcvce and 
naintenanco expenses) b:>rne by the lessor 
%diic^. would have been incurred had the 
contractor retained legal title to the 
facilitieso" 

l5-20Uo3Ub(i) - A proposed srabparagraph (c) presented by tLe 
Staff was tionsiciered and rejectedo In Uax^ . 
thereof the Coimnlttee i»>^ertefi the follow'.*:g 
first paienthetical expression in the third 
sentence nf (i)^ \rtiich reads as fellows x 

•The aHocabls portion of ?5* (rr such 
f other pcrcftnt.age as may be agreed up^vn 

t and set frrth in the contract schedule) 

1 of -the allowable costs of a cofatractor^s 

independent general research (that lAich 
is not sponsored by a contract or grant 
or other arrangement) shall be allowed 
in all cost-tsTpa ccn tracts uzider the 
following conditions 3" 

l5-20U»lSf - The Comndttee determined to place a period after 
the w:>rtl aallcwable," deleting the motcXu "uTi^^ss 
approved by t*>e Department concerned^ subject 
* to editings The Amy legel nember waj requucted 

to present revised phrasecaogy for this paragraph 
f . for consideration at the next neeting, 

l5-203o3 ^ Consideration of this paragraph was deferred until the 
next meeting in order that the reaction of the ^nall 
Business interests cculd be obtained, 9 Vr ^^ 


L The Bdimtjs of the 22 Npvenber 1^55 meeting were approved with tbe\ 

Item 3. Case - Revision of Part '2^ SectLen XV ^ The first 
sentexKse was revised tc reads ' 


I 


•In considerlflg the Sabccnmlttee report ef 1 November 19$g. 
and the u ndated Army Audit Ageoer report, the siiggestion of 
_ . Chairman to consider th^ repert m a paragrtmb basis 

I 15-202,2 * 

15-203 
15-203.1 

^ Sabparagraph lS-80li.8. The first sentence ^ reused to reads 

■The Air Force nentoer stated that the problem will be 
particularly difficult in cases imrolvlng industries 
Ir^olved primarily in defense work, such as the aircraft 
imustiy. In those cases, contributions and donations, \ 

f puipeses wm be made by the Governn^nt 

am not by tJie centracter, to such beneficiaries and in 
such amounts as is detennined ly the contraci/>r. Therefore, 
laie Air force position is for contlaulag Ihe disallowance 
, as in the present ASHU" 

Subparagraiii 15-2QU5. The quoted addition t. suljparsgraph 
* "a" was revised tn readt 

«ae_oblJ .>atlop. ef the Gfr ve rnaent tc Ind ennigr the 1 
cpc^LOT wiDJL be allowaae only tc t^e extent i 

^^^'tf 11''' ^ contract (for example, ' 
see ASHl 7-203.22)," ^ * 

; Subparagraph 15-20^,18, A parenthetical 'expression was added at 

the end of l^ie first sentence, as ' t 
follows; 

•{including the .contractor's contributed portion 
under cost-sharing R&D contracts)," 

With this addition the minutes were revised to read* 

1 iSlJr?-^^** wiopted the Sub conmittee position as 

1 SJsrified that the portion nf cost-participation ~ 

, contracts not reimbursed by the Oovemment under that 

contract not be allowed as a cost on other contracts." 

l5-20U.26d, ISie penultimate word In the quotes was revised to * 
read •re'veralonaiy,'' 

15-20U.28 - Tlie second sentence of the paragr^h on precontract 
costs was revised to place a periM after the word 
■contract" and to delete the words "and m^ be 
United t-> a period cf tIjM* as wril as to, tiie type 
aod amount ef sush orats." « 

Ihe miiautes «ere revised to readt 

It 

c 

^|S.*y;^l*#.-^^4f,«f t jB modified," 

^rrmljB. approach serfdrtfc Jjj 'tti?" ' ^ ^. - , 

draft bat there was alsc a general ' ^ 

«?f control b e lurthelr Mtplored. ** / . 


15-20J;»27 -,31ie Cc«nraitt0e accepted tiie draft as writteiU' 

15-26U28 The Cc^ttjee* iftccepied the draft as! vrttten* 

iS^itSi^^P^^^r^^^ subparagraph "e^" the Committee 

^■•5. D .^i^ .*f^<5P*<^^ that 
''"■.a. .awch ^ 

l5-2pji,y^>i' 5^^^ of the V 

V :v -.^^:g;ibbdmmJ ttee that all "profits and losses on 
^(iispqsiti.on;of plant^r^ or other . - 

^capitai assets be excluded in computing 
eontraot coats« 


1 


\ 


repohversicm'^ehses^^ihl allpwablp appf.a^s 

the best method, of . assuring ;faix< treatment nf \ 
. . thf iisterests bf 'Ihj?! .Oot^ and the Contractor^ 

l5-2(5Ua32 - the Committee accepted the -draft as written with 
the weptl<)n thai the second sentence was revised 
to read as frlloWe< 

"It further includes the costs of operating 
. an aptitude and edupaticnal testdlng program^ 
travel e35>en3e8 of (smplcyees while engaged ] 
in recruiting personnel) and travel expenses || 
of applicants f or . ij^tgrvtews f or pmspective J 
en^)lG!ynlent•*^ ,i . * 

15-2CJU»33 - With respect to subparagraph "b," consideration 
.was given to the change recommendad by the 
\ > American Institute of Accouutantso i$ro Rubtenberg 
was reqaesrted 'to draft ,.su^ for 
sutbmissLon to t£e Sditiog Subcommittee 

I5**20lu3ll *- Ihe' Committee discussed at length' the Subcommittee 
approach vdth regpect to general jresearcho Biere 

• /was general agreeit^t in the fonmila approach set 

forth in the draft but there was also a general 
feeling that a drOlar ceiling be cV>upled with such 
approach^ Using this as a basic cbncept, the Staff was 
requested to' develop a proposition- for further con- 
; alderati_pn# ■ • ;. 

l5-?Oli*35 - Bie Coimnittee adopted tlie position of the Subcom- 
mittee that' payments of royalties to contractors 
^ould jbe circumscribed by contract provisinh or 
otherwise authorized by the tontracti^ Officer, 

15-20U©36 '« Ihe questiiwoi was presented as to whether at least the 
protection afforded the Government in proposed ASHl 
J5r2025l should not be provideA^ However^ it appeared^ 
that the protectien spu^ht should be related to the 
"Xn^ctt^.df Siifjplies and Correction'^ Defects'* 

• . clausa (ASHl 7-«03o5c)^ Hie Arrror teabei^ rec&mraended 

that the Eiiitiig Subcommittee g5.ve consideratJLon . 
to insertion of the word "crnfiumftr"' kf^^fti* tt^^y aj tv; ngtf " 
In the phrase «and triiiil^ use/*, v " 

15-20U537 • Ihe CraBnitt»e accepted the • drM'tr^ a6 wiittah. r^^.^ J 


l$«20)4f?2 « 'Bob Coimnlttee ooi^Burred Ia; the reconnendation to 
include •accountants fee's" Imraeidiately after 
; -"atWocors fee" i^ the second -sentenoe «f the 
^ . 'fV paragraph. 

l5-20l|jp23> ^'e iCfibnltte^ ^accepted .the dra^t as .written* 

flS«^0lu2U «^ ^ Connnittee adopted the Subcpmndttee position 
J witji re spect to identification s^arat^ cf 

I shift prenium and overtiaB© However^ the 

paragraph was changed to read as fellows t 

•l5-i20Uo2U OVERTlkEt EjCIRA Pig- ^IFT Ai^ 
' " jfljLTl^IrT fREMIUI^ , this item 

consists cf the premium :portion of ea^tra p^ 
. and aultjii^s hif t payment's tp en^iloy^St • S^ch 
/ ... premiums on direct iabrr may be classified 

I as either' direct oi indirect labor costs^ 

I but the amount of overtime premium should be 

separately identified, When direct labor 
cost is the base for distribution of everhead^ 
overtime premiuxas ^all not be included ^ 
thereino Cost of .such premiums on direct 
* labor are allowable CMiily to, the extent 
expressly providjsd for in. the contract 
: or otherwise authorized by the Government 
f . Cost of. such premiums ^or indirect labirar ie 

I allowable without prior approval, if 

{ rea^pnajble^. and the cost Xb allocated on 

a pro rata bapia to commercial as weli as 
government work© See ASHl I2r l02 frr 
ftirth^r'lTifbittatibn concern^ 
regarding such authorizationo The amount 
, of » overtime and shift premium cost charged cn 
Ooveima&nt contracts shall be equitable in 
relation to .the amount of such premium costs 
charged oh non-«overnnsnt work being concurrently 
performed in the contractor's plant and the 
factors which necessitate the incurrence of the cost* 

id until the . next aeetlAgo 

l5-20Uo26 .-"*he draft as written 

with the exception of the following changes; 

. i5-2£)li»2^ > The sebofld -sentence was revised 
' * ' to read 'asfiollowai- ' 

. «SaQh cf^sts xcay iitcluda excess contributions 
^ ^ade in' previous years to the extent such 
' contributions ajpe claimed^ and allowed for 

' .: •.i-'i^fi* ip^in5^ses in the . cur^^ 

• l5-20U©26d - The next to the last: aentence 
was revised to read as fallows t 

* Bj^.^ contzwtcr has but one 6t relatively 

...... . few. Government contract s> an appropriate 

' ' . . . coiitrac t?ual provision may be used to 
' ' preserve tJtie Government's interest bjr 
pripvif^^T^ retrospective acc renting and 
apgfond »of . any necessary credits e" 'r 

l5H2Qlu26e «-.lIhi8 subparagraph was revised to 
■ . reia, "as.fcllowsi 



*Ibe allowability >f costs of lump sum 
purph^ses cf annuities ctr of luap sua cash ^ 
payments or periodic cash .payment s made to ^ ^ 
provide pension benefits for retiring or ^ x 
ret4iria!4..«plcyees other than 4jicurred * ^'^^ 
under a^^proved ..pension p3 ans, will be. C Jk^ 

;.sataecfe..t6Q maideration rn an individual 

.Vase baf " .j >■• 


noted the desii^ual*. 
)f the sx' ' ""'^ 


pM 6 of section 5^, or J^^^^^^ion vitli respect to tto pro. 
j^bUcation, including^ reco.^ 

Scm^nt for use for the otl^r me ^ _ ^diiicaaon of the 

Xn talcing this action^^^^^^^^ 
depreciation P^T^g^J^if^fpcstponed until after Vecei.t 
proposed <^^«°*i;^^^^^ii.fed^ection. 

- ^ ,or consideration 

/ 5i.e SubcoK^ttee vas requested- to ^^ovl. . . 



Sclusfon oftL te:rt of SecUon l67 ef the l^r^ 
e, -Sie£ to "true" depreciation. 


a* 



ID. Case 53-UU - nPT^rec-Lcw^^.^ , p^... 


I 


"ooen" contracts* • . ; 

* + +hP assets invoi-ed. Undertake interpretation, 
b, Uith respect, to ^^^/^^^^t^^Jti^i of the assets' covered, 
thinlcing in terms ^^^i^^^^^JSo^of the statute, 
utilizing therefore the provisions oi * 

ible.in itself, ^ A3;: ;> . 


\ 


the 


' ■ " ^^^^ 

^ .. Sll Sb^^^ ^r«po8ed;ty: the Seciti^n- ... 

.posxtion with ire^ect to 6Ubp4ragratri?3S 
. - ,:Wd that Of the ^Subocrnrdttee^^ll^&t^^ . ' 

' ' ^HQi*'^ - Wttee^a^^ S«bwn,mitt6e positicn ^ 
<••: ■ in<?i<ient to .exhibitloiisv .. 
15.20Ua,^ Ihe Committee acc^ed .the draft ae wrx1>ten, ' ; ' 
l$-20]iU2 3he Ccanirdttee accepted the" draft as wrLtten 

.he EditlBg Subccinmlttee consider that line 5 >f - 

iS-20t.W: The 0«»,tttee,«eept«l W^iraft «\^^ 


1 


_^ . . i.- . . . 

6. Case - vision o f Section X7> ihe aeat g noted copies of ^ 
«!™noTS received xrom Indusioy on the" proposed re.-sion of Ihe subject 
STilZ Te Jli?Se cSn requesLd'ihe Departoental members to i^^si 
5Sn tteir respecUve Siibcomndttee -a&iibers «ie need for expeditious con?)3e tion 
of this project. JUL 2 6 1955 - — - 

15/ Case 53-44- Revision of A3PR Section XV . The numbers noted an interim 
pybgress" report from the sulj ject . Subcommittee , included on the agenda. The 
fomidttee extended the time foii.ai final report untl^; ^7 October 1955. OCT 4^955 

lase 53-IiU " RevisiTO^f Piart Section Tfm Copiairferation of a report f 
the Section 3W Stibcoranitt90,'r*W«0»^4M * reVialfOa of Part 2, Section / 
nr/ias deferred at the reepieSt 6t Wrce aeafl*ir totil the aeeting J 

-^22 Hoveraher 1955e NOV 8 mS ■ ^ r->i± - -^i-'L- 


3/ Case 53-l»U - Bfevj^ien ef 1^ 2. Section XV . In cfsasiderlng the Sub^ 
(JUttLttee report, ' ihe eaggesUon ' of tiie Uhaifi5s Iwrtsjpnsider the report on 
Zparagra0i badls ms adopted, the action <tf tterC/wpni^t^e resrolted in thei 
frlloHisgi ■ ; I 

1$«200 - In" considering tlie it^wSstiy pbsiil^jn:'*^ a statement 

. be incl^lled td '^^' j&ff ai>plic8ble 
to iix^d-price c^niract»/aiiclu4iflg ^^^^ Prlce 

. to Wether it W 
. - ; df the prinelpl48 to certain :of C!^^^ It 
was stated ttot « ^e]f>arate Pa^t ^ctr Section XV will be 
developed to o over ifa^Hities' contracted ^e Cnmmittee 
determined that -tbe' ^'Notea and jllliig Instroctions" 
covering the .AI^i;ha£^ iMc^^ include Part 2 
ah(:nild contain a note that the use ef tiie principle 
is hot precluded in coiffideties «it)x f&cUJLtiee 
contracts p^nddhg publicati«i cf ^that Part of Secticn 
. ;XV \rtiich ^411 cov'op f wiliU^ 


/ 


\ 


/ 


15*201 r GonHdttee ^opted W 8vd>co^ that 
•the new criterion "edgnlf leant deviatirn Ini the 
established practices of. the eontractcr ytlhloh sub* - 
otantially Increase the eohtraot costs" Is ;cniy one 
•of the factors ^f acting. aXlowabili^ rf costs and 
/ does not tjUce aoQrt^il^ the. cpnt^aotrro 

5*202'r Accepted. tiie,^di«^ 


\ 


15»203»2 - J>LscttBsicn centtsrei axx^ ^ 
*(includii« independent research prpjeete)" as p^.:,:*.:- 
. . fArt4i Sii l5-^3t»2, the Air Force .p^ <V 
respect thereto, and tiiB te^%exui^;p o^^ f^^ phrase to ^ 
l$-20U«3i^*. ' :It «&8 1^ deteiraAha'^rn of tbe CongQittee ^ 
that -^i^ stat^'phxase eho^d be delated and' that 
. ^(see ASfR I5^20li,»3l4«)* abovCLd be iniserted In l^eu. 
thereof *. Qms Cdasiiiite^' tiLjso detp^inined thAi the >r\ \ 

/ eecond parcntheticA.phx^A^e iji>.l5^3#2 "(exclusive ->C\ A, 
of overtime JxriBd^un)" !^ ^ 
"(estelusive 'tf fiv6xiiijiB,'^e)ctra^>«y, aiki^i^ O^;^ r 


and that there was no conflict ^eween mu.d 

vith respebt to •ghcSd^ dieted 

that proposed 8^^P^^*|"^^|-d' "tto tead as fnUows, 
S^oufd^^SeWCSlf'^^^^^ 

. - ..The cost lnden«ificatiop >^2,«iiJ'£'* 
. ; . oiS^ to the extent expressly P^;i|^*^.,£j5 
. thf contract (for exaii«ile, see ASHl 7-203.22 ^ 

It.vas ^so deternlned that jibparagraph -c" should 

be revised to read as TrUowrf: . . 

. «c. The costs of insiirance or any^reserve ' 

. or. reserve©** 

indeiffl3ificati.pn> we ***tvT*^^A/.t tr coverage given 
review tiie paragra&h vith reject to coverage ^ 

these cost elemextbs^ 

l5-20lul6 - WPonwittee adopted the Subcommittee posi.tion 
15-20iuxo ^^^^ interest be an unallowable costp 

15-20U.17 - IheWttee accepted t^^^ 

contractso. » 


15.20U.21 that cash discounts no^ he^con^^^ 

• . ' rL^m^ ' The Air Force m&xi^er me rar v 

irb,« With respect to ,sui^aragi-aph "dy'^e 
Committee concluded tke subparagraFh should 
■ -«!«4^t of only the first sentence as. set Xorth ^ 

1 iJ^Sfdfaftf'lteCopnittee also adopted the j 

1 Siibcoinraittee.posltiqn^th reswPt^te^ C\^i- A 

^ . .S-anowability .of the coat ef .i^^ ^^/>^^ 

. • • inventoiy"' vai'Vi?' . / , -V ^ 


:. contract. Tbaw vas Too <»»Wtt^ J^^i^fg^^jT . -. ■-^ 

-.Defense. CSSt^.^^^ ,*e£Vjid&*5»i) •f^'"\^*V. '.• 

general and; adWlnistffttive eijensee ,vas heXpful , 
and dJould reinain lii the^ paragt-aph. 

15-20^.5 - The Geiiiit'tfee concwred in the Su^ 
15-20>.5 -^fgiti^tha^ there wae no irjconeieliexwy petween 
. - S£ paragraph ^ i5^203<b). . the par^aph .was, 
■ : ^weter> revised to read fte follov^t - - 

' iiltie We pericd for'iaUefe^^^ 

■ . expeneee iShnuld be gBppesentati^e^r>f_the ■ 
^ pericd of contract perfomjanpe find should : 

be sufaclently. long te avoid InecjuiUes 
. . lii the d-loeati A' bf oostfe" . 

' li-ZQk " ^ Cenmittee accepted the paragraph as wiltten, 

* 15-20U.1 - The Crronittee adopted the Subconmiittee PosiUon ^ 
that the propceed Instructiene with respect t<y 
allowance of ccsts ef adv^rtisUig .Wete n^t toe 
restrictivee v 

l5-20k*2-5 w The Cninnittee accepted the draft as /iiriWen on 
1 ' these paragrapbse • 

l^-20ii«4 - The decision with respect tn the DOD positLen on 
15-20U.'> jne^ i^^^ expected within the near -future, 

3$*20U-7 - The Committee accepted the draft as- written; 

15-20L.8 - The Air Force meaber stated that because or-erience 
^ ■ Had demonstrated the '".fflculty of ^rntrolUng^^^^ .. 
. these expenses it was the position of ^the -Atr Frrce 
. that bontributions and donations not be aUowable 
• as costs. The Air Force was requested to present 
its revised" position to be used in connection 
with the presehtation an itatt:foi'"decisl©n ty 
• :the Material Secretiaries ahd :thB Assistant > , 
. Secretary of. Defehse (S&t). 

15-.201U^ - Wth respect, to subparagraph the Mavy^meniber 
withdrew the V&vj laincrL^. JPP^Jfeion,^ In the . 
discussion ^ch f ollwed, the Caniiattee determined 
that the following should be inserted as the third 
senteiic'e in Sttbpipagra|Jh^e«t. . 

remelnii^ undepreciated amount shall be 
only tiie noimal depreciation remaining after 
the end of the 'true depreciation' period and 
Qhall not include aiy amount of unrecoyered 
normal or 'true depreciation* allowable during 

] the 'true depreciation' period*" ^^j'f 

V The Bditii« Subcommittee rnsy improve upon the >r* 

verbiage of the concept eaqpressed In the insertion. 


f ifipT''- K ^f^^rLon XV * ^''^^^ . . deferred until 

S^co^^ttee >es ^^^^CSISriS^ reSSitr alters-, 

and 15-405 (e). I* " '^'f^S t^. „ Sard, existing 
, and future contractsj prodded Jnat, as P^t^iioabta In 

contracts this i^*''^!^^*^*'"?!? .^nttaSitlngs,'. 

S msmbers. After discusalon tl^"**"^'',^:^" Jjaice of laragrapJ 
a^provid. B« C^ittM farther f^f^ ^XtitSf approved the 0*t 
:i|-«)2.2. subject to these •^^^S^''4ir>c^^ Ot^iittee concurred 

SL^^^irSis»"r:s.s^»^^-^-». ---- 

pretation, as approved, is quoted belowi 

' »l5-602 • Depre'ciatioiw 1 

»nl^i St°'co»plated at t..t datee^P* " 

/ applicable* s 
- for Dept^ciatLon* Allowances fer 

i^Sectton 167 of the Ihtenwl Revenue Code of lgU,^^f- 
Sct tTtHe liffLtaUons set forth in paragraph 25-602.3, 
shall be acceptable for contract "stliig purpoeee. ^ 
Inomnces tor "true dep*eciation,« « g>at tem is ^fined 
tn DOD Instruction lOD^.SU of 1 «S^,5:^ve 
accordance ^dth said InstructioB, aM ^'^^JHets 

jivoTei5:«»-s^=^^^^ 

• -^t^^ULirnt^s^^^^^ 

of tils section. Ihe^g these tests W.^"?^^^^ 
.whether (i) the depreciation allowaHc^ in the |gf 
ease is acceptable for tax purposes, and (ii) ^L**?!?^ 
y of defehse:coixtrafits-i?.on.a bas.i8 censistent^^^ , 
/ costing of the contractpJrts aofe^efense vork and is so . 

' " reflected, in. its bpolcs ;9Bd records^ 


/ 


The minutes of the 12/2l/^ meeting were approved with the fo! 


First sentence # Prior to discussion 6t certain issues in -rhich 
positions had been reserved^ it jias. generally agreed that the 
foUoTing ;7ould be jiresented to the Procurement Secretciries, as 
' a group, for infonnation and resolution .yhere appropriate; 

a« tiajor dif fersnces vdth injiustry.. 

c# Those areas in iSiich the Se rvices are not in accord. 

l5-20iit6 - Compensation for Personal Services. ' ** * . 

The Committee reviex.^ed :the proposal pf the Stocomnittee 
as contained in their' report .of December I5j l951i and 
agreed that the proposed subparagraph, (c; shoulfl be 
changed as fbUo-'s:- . * ' 

l5-20li.6 (e), (f) and (g). ; ' V. ' . ' ' ' * 

The Air Force nonaccejjtance of the principle set forth in these sub- 
paragraphs results in classif^'ing thisjas an. issue^ . (The Issue, briefly 
stated, being whether contractor, paymoftts pursuant ^ to * Profit Sharing | 
and Stock Bonus Plans determined by profits 'are merely compensation , 
measured by pro;a.ta and are allowable for j?eimbursement, or vrhetoer 
pynnents pursuant to such plans are distri'outieh of profits ani 
tterefore are not reimbursable as costs.» ) To be resolved bjr""TEe 
Assistant Secretary of Defense (S&L; in conj^ihction titli tlie 



^ ^^5*^ Sr^"^^ ^® of 195k) on the e:i^ prb-v-isions 

Of section XT, It -jas generally agreed that 'the iSHi pWsion 
reinaan unchanged, that a press release be arranged on the toDic 
^or information to the. pub;iic,. a?id<that contemporaneously with 
c^e^^presfe release, appropriate, instructlbns be yjronulgated to 
field audit personnel* ...... " . 

l5-20li,9 (e)-b. • 

"The contractor nay elect to uie noinal depreciai^ion rather than 

S!.^ "^i®'^^^^^^^^ *^ .an^ijieitey Facilities 

Board, However, the method elwsen aft er such ■dfrterin in3:tio£ of 
<^true depreciation" must be folloTBd coi;sistentJy throi-hout the • 
lii€ of -the emergency facilj,ties«" . • ' --iv-t. , ■ 

I5^20ii,27 (f) - Pension and Retii^ment lOans, • 

.After considerable discussion of :.reversion credits "and the m.'ithods 
by I'Mch arrangements can be made that are equitable to the Govern- 
ment, there las general agreement that the paragraph remain as 
writxen, bui: that th^ atte.ntl6n.of the Assistant Secretary of 
Defense, OASD (S&L),- and the Procurement Secretaries be dirscted 
to.the cliffLculty of this .issue. It is ^so to be e::pla lned tliat 
part of the draft >11L b e .iss.ued aFan instruction, as it i s"i5F~ 
aopro:?riate as a cost principie^ .The i-irw ii»>n.>,«r. xy^f^p 
tne issue, to lae inclusive of mass severence pay, and :.or-ard 
copies thereof to. the . Amy and the Air. Force* . - •; .^'^ 

l5-XU«la - Taxes. 

.After the third T:ord "taxes" of the .stfbpaPagraph'add 
("liicluding state income ta:ies,") i - s , 


I ■ Tfederscoring denotes change. 


JAN 4 


J« Ctse 53-J*U ^fevisi^^n of Sectidti rr# iPrior ^^di^c<^^ peitain 
issues in ifxLch pos^tSjS^^ 

*the f ollD^dng VjDUld jresented to' tl)8 iV0cur#iexii Secretaries:^ AS a groiq?^ 
for inforinatioat " ; iv----'- • 'v-i^'.^^ ^/^ :;- • 


a# Jfajcr past jttfXereiicee li&ld^ ^ -^ .^^ • 

b# Those areas.inTOlying a- chalig^ jQrpm tte currpnt . I • ^ 
. • . JiSIR- P9siti6iiiiVeai ' ' ^' /*• 

;e«' Those areas in Td^lch ve are not according to 'indast2|^' * \ 
the treaimei^b idtesired,^^^^ - - * * 

The meuibers then cornnenced discussion of the following sKih^^^ 

iS^TDk^h - Cafeterias^ Binirig Room and Other Food Services • 

Principle .modified and Agreed to# i; • • \ . 

l5-30i*#6 - Conqpensation for Personal Services^ ' 
The Committee reviev»d the proposj^ 

and agreed that the proposed sul^piaragraph (c) should be ' . / . 

changed as f6llo'^:!sl ^ * ' - - '-v'' 

at At the end of the introttoction to subparajpraph . ' 
change the colon to a coxm9l a&d add ^tbe 
follovdngj • . 

"in addition to those set fprth in 
stffcparasrapb Cd) HX, (2)j <7)^ and 
■ ' <g) belowt« • • \ ■ . 

b« Revise sul^paxa^rapb (iil) to read as foUovist 

• ■ • • :♦*• ■ • ■ 'i.. • 

"for kllo'-ance purposeS|r. ths cost of stock 

. . options ndll be amortized equally over an • 

appropriate period fi?oni the\date the option 
is exercised depending upon tl^ terms of the 
option asreementt^.* \ 

Ihe members accepted the proposal of the Subcommittee to d&leta the second 
sentence of X5-aDlt#6 (d) (2)i ' 

l5-*20jb*6 (e) and (f)# The Air Force nonacceptance of tbie principle 
V. set ibrth in these sul^paragraphs results in elui^fying 

this as an issue (the "tssue^ briefly statedi tieing 
itttiether contractor costs in Profit Sharing and Stock 
Bonus Plans are merely oorpensation meast^ 
profLte and are aLlqwable for reimbursement^ or 
TThether such pl^ixis are. distribution of profits) 
to be resolved by the Assistant Secretary of \ 
liefense (S&Ij} in cozijunetion vlth the Procurement 
Secretaile8# q£q 2 1 1954 


35-20U« 38 - Severance Payt I 

^ l5-20luUl - Taxes. 

The members further determined to delete from the revision, loaragraph 
l5-2Dlul40 - Strikes and Lockouts - Expenses of. , 

In addition to the above issues the Subcommiftee vas requested to j 
clarSy^ language contained in the follovdng subparagraphs: | 

l5-aoU»22 - IfeterialB and Supplies. 
Subparagraph b - re discounts, and 

Suboaraara^h d - re loricing of materials in stock iihere 
Subparagrapn a ^^^^^^^^^^ ^ff^^ significantly 

^ from book cost. 

that a reoort be provided 21 Decem'oer 1^5Uo 

Tvo^osal is referred to industry for corirnent. NOV 0 0 la54 
- f ^ , DEO '4 ^3^4 c. 

i 3 D£C6 1954 


oas. - n W^i ^sr^a ^Kif 

Stoiini, in second pw'agrepk, >«» revised to n..adl 



/ 

/ 


"Subparagrabh e - InterccanpaV' or Interdivisional 
Sal^fcr Trknsfers," in lieu of subparagraph b. 

The fifth paragraph w%s.,pevi8ed.'U>,read «s fon6vr3t 

•A Staff proposal ^^resenting a depreciation cost 
int^Sretluon siving effect tp the ne.i revenue. 
lerislSi^S preBenUd for interia.uS5.p|«3xng^ 
tteS^kition of the revised Sectton^X;, was 
discussed at 

referred to the SecUoOTSubcMStee for 
redevelopment, «ith a request that, a report t» 
provided by & December lySU." . ^ig-C i " 


i 


i. The »a«ute8 pf the 2p/2$/51i.»eetiiii t«re ;a^^ ibU^King t 

IttodiflceUoni i 

The last senteaoe was revised to readt 

•The Air Force ^^r,t.feLvaXv a -.proved the grto a iples for the 
igln.^ jol r:^"'lor-.:ard but rel-TVcd tL^ r.gat to revie.; 


]^-S£|«2¥H5aS»^tee report is issued." 
(Ifcderscoilng denotes change). NOV 2 


/ t villi - Revision of s^^+^ nn OT. Contract Cost Principles. Tne \ 

L Fo ce^^eJ ^fse^ted the problem the ^^o^abil^L, lor ^'^ .a^senerit 
S contract Msts^inder cost-reiabursenent type contracts and as to the . 
Jeco^^^Uon S pJi^Snder fi::ed-9rice contracts of P^^^. 
S;5 eSioSnt computed in accordance vith the Internal Revenue Act of 19^14^ 
SeS recoSi^ed the issue, but indicated that/°T*f t?^ /^^^ion 
2?isiS^ed iTthfsection TJ Subcoinmittee in devel^ii^ Part H of Sec. ion 
I?" K^bers%411 consider this Ifert at the ll/30M meetxns. N0V17 ^354 


ist draft 


. c rp«P ^vMi - Revision of Ssction 7H - Contract Cost Principles* 

forvarding the revision to industiy for ca-iunent^ . arei ^ . ^ 

B Issues la vihich the De oartnental positioto '[are Di^:.* / 

• SnSiS S be resolved the Co^Mttee 

I meeting, and . , ■ • ; . 4.-'!. • . 

i b. Issues where the Departinentolpoiitix>a^.>te;g^ 1 

• tSch require resolatixm by <the A|s^..s^^^ \ 
Secretary of Defense (SCi) in conjunc^pn,«ltt^ the ^ . 
Procurenent Secretaries. . • ' . ; ■ ' 

The numbers undertook consideration of ^ SubcooidtWe^J^t to^ 
by pS SSs.. Issues for further consideratLon appe^ared in tho fblloiong 
subparagraphs t 


a5^20lul4 - Cafeterias, Dining Rooms and other Food SfervibeV> 



1S-20U#6 f - stock Bonus Planst 
15-20U»8 - Contributions and Donations. 
15-Xli«9 - Depreciation. 
l5-20U#ll^ - Proilt Sharing. 

lS-20Uol6 e - Insurance - Officers^ Partners, or Proprietors. 
15-20U.17 - Interest and Other Financial Expenses. 

l5-20k.27 f • Pension and Retireinent Plans. (In connection ^4th 

this issue, the Kavy meniber urged that consideration 
be given to the deleUon of pension reversion credits 
and mass severance pay from the cost pirinciples, 
presenting the proposal of the coverage of these 
subjects to industry In a separate paper, stating 
that both these items were deleted on the premise 
that one offsets the other. Hoirever, if industry 
insists on one, the Government will insist on the 


Jshould be I^f^ •^^'SSW^t date * ^ 1 

3., Case iiir::^^^^^^^^^!^^"^^! 

^il 22 June — 


1 reoort from the Section . DUDcomnu- ^^^^ ^t-ii-^osg of 1 
1 Vision was concurred in ^'^^^f ^S^l^^ I 
I securing cononents ^«>"*^^J^ji";fetiveny'l august 195UJUN2.2 1954 ' 
Donartmental coi nments ar e tojie rfcCs.ive._ uy_^_ — b _ 

Zmrdttoe, vice Mr. A. B. lh<«nas,. APiOT). 1^6 2 ^^^^t ' > 

comniittceB, vice Lt. Col. -.H. i. ctxtwiu-w*, 

2. Case I") |,|, ^-^--^^^-^^^^ -'^^^-tlon W ; Cost ftlncipJes^ ^LrtS***' 
LsSered tS ie^e raided ^^^^ M i^vk^mdiXee report as ^ 

/tolloitst 


' a. Should costa of profit sharing plans M allovabla t9 | 

S extent recoi4nded l^r .«» proponents In the 
report? i'~\^;.v-'X !.::■. 

b. ihoild costs of 8*6ck- hontlB plans: be:.»aiowatae? ^ , ;; , •• . ; ^ 

c. Should costs of Independent researc* and developine^t , ,. 

/be allowable? , - \ 

. Both a. and bo vere,««ve«din «»^af^^ 
directed totmrd the fact tjmt alWh^^^^na^ J^^^^ 

emjAutslzedt ........ ..^ . j*^- ;; . • - . 

With respect to issue c,'lt vas dete«d.«d tSJS^lS^^ls to 
shouM be^lov«blB If -applicable to tiur producj^r product line, la to 

/general research,* a divisloa was raBj» as foUo«»i - 
tt) AliowblB''lf ti) tite \ 
• . ' wedOTlDantJytiamorcial (i.e., 7%pr "OfeJ* ; \ 

work, (ill) the contractor suboits reports or 
SS'aJwUshed and, (ivy. the; W>sts are reasonable. 

(2^ If the contractor »8 .business Is .J^^^-PW*??^^ 


be attained. ■ .V.I--- 

TbB Air Force reserved Ihe right to review both areas^fcen a final 
Sttbcoranittee report is issued. OCT 2 6 1954. 


Case~«--ijU « Hevl8lQ«i of S ection gT - Oogfa^^g* ^^g^ 

d^Z <^ 4he proposed revisLoD of ^ WXTTrS* 


'iSmbers M soon as th^ become ttvall^Ma. m}}^^ _ 


ties* 


I 


g<LJ.V >- ft«^i^-br flfeeliibtt C entral^ Coat P>lnclt^%> JCgpies 

XL* Case » lfevlgiaa of $^ yhe' 1 

nemberf noted a r^iSS^roTtSrSiftlSecrs^^ 

3 and U of the sobject revlsloa together vlth iite' ooranentfi 6f ttte 6f£iee of;; .. 
|he Beputy Ocnptroller for AnepaalOjag ip)^ ^fJiMng iub '^idf^trdil^vs' 

^aliion sdt^ resipeet to tto iesoM liiairestojLif^J^ J^ii^9pg«|dtt^^^ rCot»». i , 


^deratloD of the xepo];^ mre. deforarikl'^iandting'tiie 
nentalL.posltiooB «lthj*espeot to-^lihe 'repartee |^q^ (( 1953 


, 11 . J li ^ i' , ' r-. ' .'Ht 



. Iteca9ting of the £hibcOTid4tee xeport 4a. jthe fl>xnat of the 


0. JtelBtiotf'bf the prldng and accoaftHag dftt»» , ^ t . 
0, * The revlaio«i to b» ajpltoable only to cost^ wart^te* 


notia odimlrtioir of rjje cost prlncip^ 'S!!!?? 
of c<tet lilabliaes appOicablB -fWr ffljad-prlco «ontra«t8. . I 
:task x«8 assigned to the XT SabcoB.^^^ ' 

Assistant SecretMT of J*®*^*** t • 

r / in^mdertridng thia te* r tMslSjS^^^ \ 
/ dlpartmental papers that vottOil have a * iS ^ 

^ \ to complete thetr assigsnent oa an expedited J^" * 

S.<S^and Contracting PoUcias reached W » P«»l of \ 


|.XVJubcamrJ.ttee,had «5«isW^J^S*'SfteSin^ accepted 

the report .l«««b8tanoei^^ g SS^^^; S?4«abers agreed that in 

. anlffort to conserve tine. flerSwa. Bureaus and I 

I Coninittoe aemhers, ;Wr receipt^ to iS cf 

I Commends Ibr baraUs, nith- a suepenso this 
\ i^e^of the report; toe fonrarding of the Suoc«udttee report In «as | 
Banner does not lii)3y Committee agp roraJ^ W 6 11 1953 

.4. case 534^ - gf^'^MyS^^lhS^ ^\ jr^ito't^f J'epakLrt L 
jofi the proposed revisioa, copxes of trtacn iiere iorwaruc" « n/oA/c^ stp i «or 
tpT pStfly the technleaiservtoes, taureans and comands on 8/26/53. i t95, 


r^iort fx^cm the patents BuocowraxTiTi'ee wv«u "^j::^!^"^^,. 
gghS " ferr^d to the S ectton 8ub c «a«lttee for ^^gig^l^^J^ 

17# Case S>J4l( Revision of Section Tt% ^ 

' V tte inaii)^i« noted Part k «f Section OT, dteveicped % 14» ; 
(/ Subconaittee^ vfalch wee fbrwarded to the Departmente ttP 
COTients^ ^.Ith a 3*ec;uest that coranents be presented Igr • 
.a October 2S$% 


\ 


'ionsldteratioivo^iiie^^l^ ^ t 


be incorporated In price oredetexiidbMitioiajfilaiifiee ^' e 
mandatory or optional basis vas deferred until the next p 
meeting at the request of the Office of the Deputy CdBptroUer » 
for Accounting PoUcgr^ OSD» . OCT 6 1953 


iu Case SS-Wi Re^/i&ioia of Section XV» The Section Subconsiiittee entered, 
'fthe meeting for discussion of the problem, of \Jhether Section XV should provide 
for the specific Inclusion contract provision of the revised coat prindplifts 
in contra'cte containing price redeteznination or Ix^ntivp provisions^ ,It was 
deiezmined to reserve. action on this issue iuitll"the Subconroittee could present 
specific contract language fdr oonsideration# Ihe tentative conclusion ifas 
lat the clause efaoruld read ifaat the principles were applicable to such och»» \ 
racts as a ^uide only# Ihe changes and Ihe cleuse^are ^to be presented for 
DHsi^raH^ at thBjb/20/53 meeting* - 



i gase gVliL - ^viglon of SecUcm lgo fte Sejction 17 8ut)C<ittnittee \ . 
£tered the meeting for tEs^ission of Hbe problea of lAiether the revised \ 
ie^tion 3C7 wuld be inoar{)orated**8r reference in ell price *edetexmixiatl«i I 
and incentive claosee airi^ if* eoj tfcat of contract provisionvma. ' 
appropilate for Ihe puipoBe* After a prolonged discussioii idth *e menbere 
of the Subcamnlttee ard a representative of the Deputy CanptrolOer's Office 
i«te Ccraridttee detenrined lhat th€q» be M «^ 

*Sase8#* The CoDpfroller^e'repi^ iiot':C0(ii^ with Ihe Ccnndtte** 
focisiqn* Oie proposed liordlng to BoSwiHplieli «dS ijbneept-was ^^proved ly 
#the ms&bere» A spedel Group was ^sign*tad to «et ferth in iririting, 
substantiation on the position Ifor notWiicluiBloo and the representative 
of the Deputy Comptrolldr's Office will provide hle'--written vleifs for 
mandatoiy indtusiox^ These documents will ultimateSy be forwarded to a 
higher ^30Wl for re8olim.cn «r ttie le^ • " i 

/ Ifaabere desigDated to the Spdcdal jisiR Oroiip to develq? the i5onna.tteet|| 
^i^ werei ; • . ^ . 

Amy - Brig* Gen* R# Allei^ OS oJi '.^i^*^ 
Hevy - Ilr* x:, 'BeimemiBtf% am <Chri 


fe-d'rsS:f5i.^ StTthe'S^'r »vl«d section X». 


divided in the fbUovinE ordert 
a* Parts 1 and 2, and 
b» Part 3t 

^ ^.rs ^.isnate. to t^ 8^»itt« to uMort^ «.e .tu*r were. 

k^nmr m (PtoCa) Lt# Colo J» rvaaAiiigj 
^ S^Snting) (TO be designated) 
Mavy - Mr. E, Cook, S«A ' f 

Mr! A. C. Sawalilsch, ONM 
AF . U: oil* H. T. CritcKLow, AIMPE { 

OSD - (To be desig:xated) g 1953 

X6. case 5>*U - ^vM^|^^£^^#^iiT^^^ 

1. Tt » M Kee was desiniated Arc^r Accounting 
. Subseouent to Ihe neeiing f ® ifm 
repreSSative to the aabject Sttbco^ia^^ 

i E Forc e member of Ihe sabje ct S abcownlttee, juySQiaaJ ^ 

of this Revision* JUL 7 ——.^ 

1^ Case ^ Villi - Revision of Saet lon TT «. Contract C oBt Principlesa The . 
Sobers noted^ m JSkdS ?r«a the iihainaan oil tUe Section XV Subcomittee/ 
rec^ten^nSt paragr&ph:^^^ be J^^^^^f ^^.^.^SeJ^'S^^^^ 
2ittee for consideraticS pn-^n. Accelerated basi^, W 
Sferx-ed the probleni to tfe Taoc Subcomndttee for «>«f J^f 
recOTxendation, vitb *. request that, a report be provided ty 6/V53>y 




IMMEDIATE RELEASE 


MAY 12, 1955 • 


NO. 456-55 
LI 5-6700 Ext. 53201 



DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 


A cost interpretation paragraph, relating to depreciation, will 
be included as part of Section XV of the Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary -of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-602, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 

"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASfti l5-204(d), 15-205lb; and 15-205 (o). It is 
applicable with respect to all cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation . Allowances for depreci- 
ation (other than "true depreciation"; as provided in Section 167 of 
the Internal Revenue Code of 195^, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105. 3^ of 1 July 1954, shall be in accord- 
ance with said Instruction, and shall be exclusive of other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-b02,2 above is allowable provided it meets the test 
of reasonableness and allpcability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular esse is 
■acceptable for tax purposes, and (ii) the costing of defense contracts 
Is on a basis consistent with the costing of the contractor's non- 
lefense work and is so reflected in its books and records." 


END 


1$ August 1956 


lEilORAlIDUII FOn: CHAKXT, A3PR CO^STTTSE 

SUBJECT: Case - Section XV - l$-20li.2(aa) 

Training and Educational Costs 

Pursuant to Item 3 of ASPR mnutes of 7 August 1956, the 
Editing Committee has edited the subject material, as set forth 
in Tab A. 


r VJili'inson Jol^ Green John V. ?erp^ 

itrh^^^C Navy Member Air Force Me^iber 

Chairrrxan . (absent; 
Amcr Member 


Incl: Tab A 


DEPARTMENT OF THE NAVY 
. OFFICE OF NAVAL MATERIAL 

WASHINGTON 2$,D. C. , 

I«06/ACS:11 

i-IDHaRAriDUM i^'OR THE CHAIRMAN, ASPR COrnUTTEE 

Subj: 'case 53-liU - Special Subcommittee ASPR l5-20U.2(bb) 
Training and Educational Expense 

Ref : (a) Report of Subconmittee of 12 July 19$6 

End: (l) Proposed language for ASPR l5-20U.2(bb) 

1. Reference (a) was considered \>y "the ASPR Comaiit tee at their 
meeting on 31 July 1556. A number of recomTiiendations were made 
which the subcoiiimittee has endeavored to incorporate in 
enclosure (1). . . 

2. It is probable that sutpai-agraph e of enclosure (1) will also 
be included in ASPR 15-20U.3 - Unallowable Costs and referenced 
back to ASPR l5-20U.2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense, Office of 'lanpowor Supply, it being the 

• understanding of the Subcommittee that the ASPR Comiittee would 
do so. 


Committee Memb ers 

i'lr. Paul ii. Southwell, AFMPP 

Mr. Thos. B. Worsley, Armj' Ord. 

Mr. VF, L. Latta, AFAUD 

Mr. James Ruttenberg, NAVCOMPT(CAD) 
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l5-20U»2(bb) - Training and 5ducatiorial Sbq^enses 


a. The costs of preparation and maintenance of a prosram of instruction 
at non-colle:'?e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable • In both instances, costs may 
include salaries or wages of trainees during r egular working hours* 

b* The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
unier -graduate or post-graduate college level are allovxable as follows: 

1* Tuition, fees, training materials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect 
expense, provided Uiat the sum thereof is not in excess of the tuition 
vihich would have been paid to the participating educational institution* 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 1^6 hours per year where circum- 
stances do not. permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection x^ith 
scientific am- engineering e ducat djDn related to the job requirements of 
bona fide erniployoes, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases ytere required by military technology, the period may be extended. 

d. Maintenance expense and norml depreciation or fair rental on 
facilities omed or H^ased by the contractor are alla'/able to the extent 
that such facilities are used under programs falling within a or b, above* 

e# Tho costs of training .and education of other than bona fide 
employees are not alloT^Table• 

f . Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, 
are considered a s contributions and will be treated as provided under 
^ASPR l5-20ii.3(c)^ 


Enclosure 1 


DS?ARriEi'!T CF TfI3 NAVY ) 
0FFIC3 OF i;IAVAL ll^TSRIAL 
WASHINGTON 2$, li. C. 

M36/ACS:11 
12 July 1956 

MEMORANDUM FOR TIE GKAIimN, ASPR COJE'ITTS?! 

Subj; Case 53-UU - Special Subcomiiiittee ASPR l$-20U^2(bb) Training 
and Educational Expense 

End: (1) Proposed draft as agreed -upon by i4r 4 VJ. L. Latta, AFAUDi 
Vx. James Ruttenberg, Navy CAD, and A* C, Sawallisch, 
Navy ONM* 

(2) Discussions in support of enclosure (1)« 

(3) Proposed draft of Memorandum to the Secretary of Defense 
or other competent authority for ruling on the disputed 
portion* 

(U) Proposed draft as agreed upon hy Mr* Paul Southwell, Ah^^Pj 
Mr. Thomas 3, vJorsley, Army Ord, and Mr. Albert Kay, Office 
of A3TSEGDEF(:\IA;;PC\T/v & RjoEaVi:.) 

(5) Discussion in support of enclosure (U)# 

(6) Proposed Section ASPR l5-20U*2(bb) presented by Mr. Ken Borgen, 
Navy . Ind\j5 trial Manpower, and discussion in support thereof ♦ 

1. The Special Subcommittee appointed by the ASPR Comidttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 
Costs should be allowed is unable to come to complete a.-^reement and the 
diverse opinions are being presented to the ASPR Committee for resolution^ 

2. Agreement has been reached, with some (differences in language, to 
allow the costs of (i) vocational training, whether it be "in-plant" or 

in vocational or trade schools, i.e., the training of welders, electricians, 
machine operators, etc., and (ii) training of a short term nature which 
is necessary to meet an immediate, clearly defined need of the con- 
tractor in connection with a specific engineering, production or adminis- 
trative problem.^ The latter type of training may be in the plants or 
■laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools • 

3* The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curriculum leading to higher academic degrees rather than to meet an 
immediate need of the contractor. Enclosvxes (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy which permits the acceptance of 
such costs and are of the fvirther opinion that policy making in this 
field, being of a National intorest, shotild be undertaken by those in 
the Government charged with respect to education and training rather than 


) 


by purchasing and accoxinting personnel. Snclosures (U) and {$) 
present the position of the group which would allow such costs, together 
with standards and limitations for allowability thereof. Enclosure (6) 
is a draft of proposed ASPR Section l5-20U.2(bb) submitted Ty Mr, Ken 
Borgen, Navy Industrial Marq)ower, 


Committee^ Members 

• Mr* W» Latta, AFAUD 
Mr. Janes Ruttenberg, Navy CAD 
Ifr. Paul li. Southwell, AtTIPP 

Mr» ThoSi B. VJorsley, Army Ordt 

Coordinated with: 

llr. Albert Kay, QASD(MP&R) 

Mr, Ken Borgen, Navy Industrial Ifenpower 


-2- 


l$-20U.2(bb) Training and Educational Expense » 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an im-nediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineering, production, or administrative problem* It may be carried 

on in plant, in trade or vocational schools or in technical institutions* 
The costs of preparing and carrying out vocational training courses may 
include the salaries or wages of the training director and staff; 
training material and text books vhen the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular working hoiurs. Costs may also include the salaries or wages ^ 
of^'trainees for tijme spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or technical training institutions* 
Such costs are allowable when reasonable and properly allocated to all 
work of the contractor, 

(b) The costs of educational and general training pro.'^rams of a 
type aimed primarily at increasing the general educational or skill 
level of trainees, rather than solving immediate specific problems are 
not alloxsrable. This includes the general area of long range management, 
executive or professional training programs and. scholarships, fellow- 
ships or other emoluments to employees or others • 


Enclosure (1) 


DISCUSSIONS IN SUPPORT OF ENCLOSURE (1) 


!♦ It is the opinion of the undersigned that under existing, policies 
there should be separate treatments for expenses in connection with 
vocational training; i»e«, training of supervisors, machine operators, 
welders, electricians, etc. and the education in technolorical fields 
of engineers, scientists, etc* 

2* It has long been the practice cf industry to support the expense of 
vocational trai .Ingt This practice had its recognized acceptance in 
the guild and apprentice systems i^ich have for ^-ears been a part of 
union agreements* An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen and foremen became 
acute and the Armed Services established a policy of accepting a pro- 
rata portion of such costs in connection with Defense contracting* It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear that training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where smallfirms find it impratical to conduct 
**in-plant" vocational or technical training. 

3* ^hile the undersigned do not question the need for development of 
more and better engineering and scientific personnel, they do not 
consider that the policy heretofore followed in regard to vocational 
training e^enses should be autoroatiailly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by competent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going to' be substantial and their acceptance in cost-type contracting 
would make their acceptance in redeterminable and incentive type contract- 
ing almost mandatory • 

- U. A proposed paragraph ASPR l5-20li.2(bb) is attached as enclosure (1) 
which would allow the cost of the type training discussed in paragraph 2 
above and not allm the costs of the type discussed in paragraph 3 above • 
It is in connection with the type of costs discussed in paragraph 3 above 
that the Comiiiit.tee cannot come to agreemiont. i^nclosure (3) is a draft 
of a memorandum wliich the ASPR Committee may wish to submit to competent 
authority for a statement of policy* 


Snclosure (2) 


rM^ORAHDWl FOR THE SECH:^ARY OF DEFENSE 

Sub j : anplOj; ec Educational Costs Incurred by Defense Contractors 

1, The stopped-up production r-quirements during World War II created 
a demand for skilled craftsmen such as welders, electricians, etc, that 
could be met only by extensive training courses, most of which were 
conducted on an "in-plant" basis, A policy to accept such training 
costs in connection with Defense contracts was established and has been 
continued, 

2, The current demand by industry for more and more engineers and 
scientists to produce thetighly technical military items now in use 
and to carry out the extensive research and developnient programs is 
well knam. recent .study by the Phoenix, Arizona, Ciiamber of 
Comoierce stated that this years graduating class would fall short by 
50,000 man. In an effort to meet this dranand numerous educational 
programs, both graduate and undergraduate are being instituted and 
given financial support by industry and our procurins activities are 
faced with the problem of how much, if any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The- _ 
fo Hoiking excerpts are taken from an article on the subject in the May 26 
"Business Week." 

"I'lar^r companies have set up programs to s end a few of their more 
highly talented engineers to graduate schools full-time. Others are 
plannir^ to send their -mineers to special graduate courses a few hours 
a week, on company time. Some arc trying to persuade graduate school 
facilities to set up off -campus schools for their engineers by offering 
to build facilities and pay instructors." 

Convair Division of General Dynamics Corporation is working hard to 
persuade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has promised aid 
in funds, couipment, and pay for the faculty. Unofficial estinatos put 
the cost of building the center at close to i^h million." 

General Electric is just establishing a program which "will send 20 
engineers to Syracuse University and UO to Rensselaer Polytechnic 
Institute to work for their doctorates. It will pay the cost of their 
tuition and books, put them on the caapany pay roll and they will get 
seniority and credit for any benefits that might accrue to them," 

Syracuse University is ©peratin:: three branches; one at Griffs 
Air Force Base at Rome,' NowYork, for Air Force engineers and General 
Electric engineers ftom a nearby plant j the second and third at Endicott 
ani PoughkeePsie, New York, for I.B.M. engineers. The Air Force and IBM 
supply classrooms on their own properties and the two caapanies and the 
Air" Force foot the bills for faculty salaries, travel and overhead. 


EncloBwe (3) 


. ) 

•Rensselaer Polytechnic is op^^rating a graduate school near Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80/1 of the students are United Aircraft Corporation employees and the 
United Aircraft Corporation is unden<rriting the experiment for five years. 
The cost to the canpai^ is about i(i>l,000 a year per student, 

A recent Raytheon Manufacturing Coiiipany plant publication announced 
availability to their science and engineering eii?3loyees of educational 
grants at M.I.T. and Harvard. Grants willcover full tuition, fees, book 
alloi'7anco and a monthly salary of ^2U0 while in residence at the school. 
Undergraduate students are also considered if working for a science or 
engineering de:;ree and plan to join the company upon graduation. 

3, Obviously, the costs to industry'- for support of these programs will 
become significant, particularly in the aviation, guided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortage of engineers and scientists is greatest, and it is in those 
fields'^vrtiere the military departments are the principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
material would be spent in support of educational progr,ams. 

U. It is well known that the present National policy is to encourage 
industry-, colle:;es, universities, and foundations to give support to 
any program designed to increase the quantity and quality of engineering 
ani scisntific personnel. It has not been noted, however, that any 
Government financial support has been made available for vhe furtherance 

of such programs. A nvimber of questions therefore present themselves 
in connection with the possible acceptance of such costs in our contracting. 

a. If it is determined that the National interest requires a 
Government subsidy for engineering and scientific education, should the 
subsidy be administered through private contractors, thereby workir^ to 
their individual competitive advantage, including a profit on their 
participation in the program, or should it be administered directly by 
the Goverraienb • 

b. If participation is to be tlirough the allowance of the cost in 
Defense contracting should such support be limited to (i) specific fields 
and, if so, which fields; (ii) which types of cost should be allowable, i«e. 
tuition, laboratory fees, salaries paid to instructors, text books, 
compensation of students while in attendance, ccst of scholarships, etc; 
(iii) should Defeniic participation be limited to. a «''>ccified ratio of 
total contract costs? 

5. Procurement and audit policies and procedures in this area are greatly 
in need. It is iry opinion, however, that some basic policy which could be 
prescribed from answers to the question proposed above must first be 
established. Since this is an area coming within the purview of your 
office, I will greatly appreciate an expression from you as to the policy 
we shou.ld pursue. 
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Enclosure (3) 
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l5-20[i.*2(bb) - Training and Educational Expcnsos 

at Preparation and maintonancG of a program of instruction designed 
to increase the vocational effectiveness of onployecs include the salaries 
of the director of training and staff, training materials and textbooks 
when tho training program is conducted by the contractor; and tuition, 
fees, training materials, and textbooks, when the training is of a non- 
colloge level in institutions conducted by other than the contractor • In 
both instances, costs may include salaries or wages of trainees during 
regular working hours, 

b. Part-time technical, engineering^ and scientific education at an 
under- gradiiatc or post-graduate college level as follows: 

1, Tuition, fees, training materials and textbooks • 

2t lA/here circumstances do not permit education after paid 
working hours, rcgiilar employee coTfJensation is also 
allowable for instruction not in excess of a total of 
156 hours per year, 

Ct Tuition, fees, training materials and textbooks (but not sub-^ 
sistenco, salary, or any other emoluincnts) in connection with scientific 
and engineering education of bona fide employees on a full-time basis 
at a post-graduate college level for a total period not to exceed one 
school year. In unusual cases where required by militarj'- technologj'-, 
the period may be extended. 

The costs of training and education of other th?.n bona fide 
employees, including scholarships and fellowships, are not allowable •J-^^ 


""Jr This paragraph could be t ransf erred to part of Section XV covering 
unallowable costs. 


Enclosure (U) 
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Discussion in Support of Enclosure (U) 


The . undersigned representatives of Army and Air Force join in the 
following staff report and recommenda'tions* These are concurred in on 
a staff basis by the representative of the Office of the Assistant 
Secretary of Defense (}iP<ScR)» 

It is the opinion of the undersigned that the ASPR Committee desires 
a recomjTiendation of policy regarding allowance of the expenses for train- 
ing technical, engineering "arid scientific personnel as well as "vocational 
training," i«etj training of jmchinists, welders, electricians, etc« The 
iindersigned feel ttet the ASPR Subcormnittec on Training Costs was assigned 
the task of developing and proposing a policy on a staff basis, and x^as 
not expected to side-step the issue by requesting higher authority itself 
to do the ground -work toward establishing said policy # This is made amply 
clear in "Instructions to and Duties of ASPR Subcomraittees, " dated 30 August 

It seems to the undersigned that the group presenting Enclosures (l), 
(2), and (3) base their tliinl<:ing on tlx unrealistic position thp.t the 
training of welders is more important tlian the traning of scientific and 
engineering personnel* We believe this position is luitenable from the ' 
standpoint of assuring the delivery of high quality end -items on a timely 
basis • The national need for a substantial increase in quality and quan- 
tity of scientific personnel is too well known to require^ elaboration* 
The President and other principal officials of the Executive Branch ha.ve 
expressed concern over the problan as a key factor in maintaining techno- 
logical supremacy* Objective measures of industr^,^'s needs are reflected 
in the classified sections of the daily newspapers and in industry's 
frantic efforts to recruit the graduates of engineering schools* 

In the face of these shortages, industry has in the last few years 
fostered college and post-graduate level training of their oxm employees 
as the most imraediatc and direct way of meeting their production problems, 
and the demand for products of ever increasing quality and complexity* 
This is particularly true in military applications of nucleonics, aero- 
nautics and electronics* 

As a matter of general principle, it seems to us tloat costs incurred 
in such a training program are valid costs of production which . will rosxilt 
in better performance on military contracts. The proposed policy sot forth 
in Enclosure (U) is designed in best interests of the Government, with due 
consideration of fairness and equity to industry. It does not allow all 
educational and training costs at the odLlegc and post-graduate training 
level* It takes due account of comiaercial practice in today's situation* 
At the same time, it limits and defines the allovjability of such costs 
and requires the contractor to bear his own share thereof* 

There appears to be ap;reoment between the group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures and (5) regarding 
allowability of costs of non-collegiate training* 


Enclosure (5) 


Tho riajor point at issue is the allor-jabLlity of costs of college 
and post-graduate level scientific and engineering trainine* Paragraphs 
b arri c of Enclosure (I4) place limits upon the allowability of such train- 
ing, whether it be part-time or full-time % Paragraph b defines the types 
of "^expenses allowable and' the amount of part-timo training for which an 
employee may be compensated* Essentially, it allows for costs of tuition, 
fees, training materials and textbooks, because the most common practice 
is for education after paid working ho\irs, I'Jhere circumstances do not per- 
mit education during paid working hours, regular employee compensation is 
also allowable not in excess of 1^6 hours per year. This is the approxi- 
mate equivalent of one 3-hour course per woek^ 

Paraf;raph c of Enclosure (U) deals with scientific and engineering 
education on a full-time basis ♦ It recognizes that such arrangements are 
occasionally necessary^, but prescribes reasonable limits of allowabilityt 
It limits reimbursabiiity to bona fide employee; to training in scien- 
tific and engineering areasj to post-graduate training alone; and total 
roimbursemont to one school year \inlcss required in unusual cases by mili- 
tary technology* Most important^ it limits Government payments to the 
educational expense alone, (itO^, to tuition^ fees, etc^,), leaving the 
contractor to inc\ir the cost of caupensationg Since the Government's costs 
in those very special instances will be on the order of a pro -rated part 
of ia,000 per year, while the contractor's share for compensation is likely 
to be at least of an order of -^o^^OOO per jrear (typical salary of an in- 
experioixed engineer), it is felt that contractors will not incur such 
costs unless there is some positive benefit. 

In general, it is felt that the distinction made in Enclosure (1) and 
(2) between long range and immediate needs is a fictitious one. The need 
for more and better scientific and engineering personnel - and the educa- 
tional programs designed to meet such, needs - is in a real sense imm-ediate# 
It is just as immediate and certainly more important than the need for 
training welders, from the standpoint of obtaining the complex military 
equipment needed in today's situation. Actually, the government is in many 
cases allowing costs of college and post-graduate training, b-t not on a 
uniform basis and certainly with no clearly defined limitations and stand- 
ards. 

The undersigned therefore recomnend the adoption of the policy set 
forth in Enclosure (U) for incorporation in ASPR 15-20U.2 (bb), "Training 
and Educational Expenses*" 


/s/ Thomas B, Worsley /s/ Paul M> Southwell 

Thomas 13, Worsley, Army Paul M. i^^outhwell, Air Force 

Procurement Member 

/s/ Albert Kay 
Albert Kay, OASD " (iMR) 
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l5-20U#2(bb) " Tr aining and Educational Expenses 


at Preparation and inaintonance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, foes, 
training materials, and textbooks, when the training is of a non-college 
level in institutions conducted by other than the contract or* Inboth 
instances, allowable costs may include salaries or wages of trainees during 
regular working hours* 

b. Certain part-time; technical, ciigincering and scientific training 
costs of a college level arc allovjable in cases wlxre the training is 
required for contract performance and is directly related to the job 
requirements of the employee as follows: 

(1) Tuition, fees, training materic^ls and textbooks. 

(2) Employee compensation is allowable during regular working 
hours for instruction not in excess of a total' of 1$6 
hours per year in cases where circumstances do not permit 
training after paid working hours. 

Cf The costs of general educational programs of a college level, 
including scholarships and f ellovjships , and the costs of training and 
education of other than bona fide employees are not allowablci 


The above appears to me to be in line with industry practice, reasonable, 
equitable, and to provide incentive to contractors for the economical 
use of Government funds in that rigid limitations are established for^ 
payment of costs of training of engineering and scientific personnel in 
terms of relation to contract performance^ 


Enclosure (6) 


06C/GUM:ag 
6 July 1956 


. MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44 — Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcointnittee con- 
sidered it preferable to place the material set forth in pro- 
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
^ich would become unnecessary to retain ^en Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2 . 

3. The edited Part 2 of Section XV, dated 20 i^ril 1956, 
was furnished to you with memorandum of 26 April 1956 and - 
was subsequently corrected as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee reccmmends that the attached 
Part 1 be released for publication simultaneously with Part 2. 


Charles W. Wilkinson George W. Markey, Jr. John W. Perry 
Lt. Colonel, SS JAG Navy Member Air Force Member 

Army Member Chairman 


End 
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SECTION XV 
CONTRACT COST PRINCIPLES 

15-000 Scope of Section . This Section sets forth principles and 
standards for the determination and allo\aance of costs in connec- 
tion with the performance of cost -reimbursement type contracts 
and cost-reimbursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability . Subject to ASPR 15-102, the provisions of 
Part 2, Part 3, Part 4, or Part 7 of this Section (whichever Part 
is applicable) shall be followed in connection with all cost- 
reimbursement type contracts (including cost-reimbursement sub- 
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to be more suitable for a particular 
contract, Part 2 may be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III, Part 7, as to negotiated overhead 
rates). The term "cost-reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost-plus-a-fixed-fee contracts, cost-plus-incentive- 
fee contracts, and the cost-reimbursement portion of time-and- 
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15-102 Contract Provisions . 

15-102.1 General. Part 2, Part 3, Part 4, or Part 7 of this 
Section (xAichever is applicable) shall be made a part o^ every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the contract, 
or incorporating it by reference in the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow- 
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide 
for the allowability of any of the kinds of costs 
I referred to in Part 5 of this Section unless any . such 
cost is expressly excluded under Part 3 or 4 (which- 
ever is applicable). 


21 June 1956 


MEMDRANHJM FOR? CHAIRMAN, ASPR OOMMITTEE 

SUBJECTS Revision of Part 2^ Section X7 (Case 53-44) 

la This Ifemorandum, commenting upon proposed paragraph 15**20i4«2(7) 
concerning the reimbursement of taxes for certain cost contracts^ is sub- 
mitted in compliance with the assignment by your Committee of 5 June 1956o 

2« This Memorandum represents the unanimous opinion of the Tax Sub- 
committee • 

3* It is recommended that the first sentence of subparagraph (1) include 
a reference to taxes of foreign governments, inasmuch as Part 2 of Section X7 
is sometimes incorporated into contracts requiring performance in foreign 
areas • Such contracts sometimes do not have special tax clauses or have un- 
comprehensive oneso The first sentence of subparagraph (1) should readi 

"Taxes are charges levied by Federal^ State, local, and foreigi 

governments 

4« The last two sentences of subparagraph (2) should be revised as 
follows s 

"Reasonable expenses of any administrative or judicial proceed- 
ing instituted or defended by the contractor, pursuant to the 
instructions or with the approval of the Contracting Officer, 
for the benefit of the Government are allowable costs. Interest 
and penalties incurred by the contractor also are allofrable, 
either (i) incurred by following the instructions of the 
Contracting Officer, or (ii) in the absence of instructions from 
the Contracting Officer, if incurred without the fault or negli- 
gence of the contractoro" 


SUBJECTS Revision of Part 2^ Section X7 (Case 53^44) 


This language will permit the reimbursement of costs of litigation and of in- 
terest and penalties in a number of situations where such costs are incurred for 
the baiefit of the Government and without any fault of the contractor. As the 
paragraph now reads, there is serious doubt whether reimbursement would be allowed 
in a number of typical circumstances, including the following? (1) for interest 
and penalties incurred by a contractor for nonpayment of a tax where the Con- 
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in- 
terest and penalties! (2) for costs incurred by a contractor in defending a 
suit for collection of tax brought by a taxing authority, in contrast with a 
suit for refundj (3) for costs incurred by a contractor in taking reasonable 
action pending receipt of instructions from the Contracting Officer. The sug- 
gested language will make the reimbursement of costs of litigation and of 
interest and penalties parallel, insofar as possible, to the treatment of 
these costs in the proposed tax clauses for fixed price contracts. 

5. It is recommended that the following sentence be added to subparagraph 

Oh 

"Any interest actually paid or credited to a contractor incident 
to a refund of tax, interest and penalty shall be paid or 
credited to the Government only to the extert that such interest 
accrued over the period during which the contractor had been 
reimbursed by the Government for the taxes, interest, and 
penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
maybe deemed innecessary for cost, contracts. 

6o Ftr your convenience, there is attached hereto a copy of proposed para- 
graph 15-204«2(y) as the Tax Subcommittee recommends that it be amended. 


MARK Ho BERENS 
lat Lt., JAGC 

Acting Chairman, Tax Subcommittee 
Incl. - Draft of paragraph ' 
15-204.2(y) 


Proposed paragraph 15-204o2(y) as recommended hy Tax Subcommittee 
(y) Taxes » 

(1) Taxes are charges levied by Federal, State, eap-leeal ^local^ and 
foreign/ governments o They do not include fines and penalties except as other- 
wise provided herein « In general, taxes (including State and local income 
taxes) which the contractor is required to pay and which are paid or accrued 
in accordance with generally accepted accounting principles are allowable, 
except forg 

(i) Federal income and excess profits taxes | 

(ii) taxes in connection with financing, refinancing or refund- 
ing operations (see ASPR 15-204«3(g))s 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based :on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweigjis the corresponding 
benefits accruing to the Qovemmenti and 

(iv) special assessments on land irtiich represent capital im- 
provements # 

(2) Taxes otherwise allowable under (1) above, but which may be. il- 
legally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such tastes s 


' Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 
concerning such taxes | and 
(ii) takes all action directed by the contracting officer^ includ- 
ing cooperation with and forihe benefit of the Government, 
to (A) determine the legality of such assessment or, (B) 
secure a refund of such taxes o 

iteaeeHabae"eeet6--ef--aRy-aueh-ppeeeedl«g-j:Be»i»ttted->by- t h e 
diree*t«8t-ef--the-eeBt*»ae*iHg-^#ieeF-»e-aliewabaev--ii^^ 
i»6tt»ed-by-a-6e»tyaetey-by-yeae9R-ef-the"neRpayaeRt-ef-aBy"tax .di y ee- 
%4eH--e#-tfee-e^f»%9aet3ing--ei^ieea>-aaf>e-alee-all0wable« ^sieasonable expenses of 
any administrative or judicial proceeding instituted or defended by the con- 
tractor, pursuant to the instructions or with the approval of the Contracting 
Officer, for the benefit of the Government are allowable costs o Interest and 
penalties incurred by the contractor also are allowable, either (i) if in- 
\ curred by following the instructions of the Contracting Officer, or (ii) in 

the absence of instructions from the Contracting Officer, if incurred without 
the fault or negligence of the contractor 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Govenment^ ^j[nj interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, and penalties 


i 
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0GC/J6:clc 21 Jum« 1956 


MBMORAinXM FOR THE CHAIKMAH, ASPR COMIITTEE 

SubJ: Reviiion Of ASPR 12-202 to Conf ora to Proposed ASPR lS-204.2(a) 
(Oyertlow, Extra-Pay Shift and Multi-Shift Work) - Casa 53-44 

1. Porsuant to Item 12 of ASPR mnates of 9 May 1956, the subject aaterlal 
has been edited as set forth in TAB A. 

2. In ASPR 12-102(b)v the Edited Conittee ha^ deleted the word "generally«S 
thus requiring prior authorizatlic^ for premluta work in ell pbst-iward instances, 
so th4t subparagraph (b) is now consistent witd the concMt adopted in ASPR 
15-204.2(n). 

3. InasiBuch as the draft subalttiid to the Editing Connit tee desired the 
word **firm'* to be inserted "wherever language is intended to apply only to 
firm fixed-price contracts/' the Editing Committee has appropriately added 
fixed'-price incentive contracts in <b)(ii); but did not Isiel that it was the 
intent of the subject matter to include fixed-price contracts with escelation 
in (b)(ii), as well. 


Lt. Col. Charles W. Wilkinson 
An^y Member 


John Green John H. Perry 

Chairman Air Force Meaber 

Havy Member 


Incl. TAB A 


OGC/JG:clc ASPR Case 53-44 

6/20/S6 

12-102 Overtime. Extra«Pay ShlftZ md Haiti -Shift Work . (•) Con- 
tracts shall be perfomed, so far as possible, wltfaoot the usa of overtlise, 
extra-pay shifts, or miltl-shlfts. Overtime, extra-pay shifts, and maltl- 
shlfts when required shall, to the extent possible, ha limited to, and be 
the minimum required for, the aeedigpllsfaBent of the specif Icvwork. In 
the negotiation of contracts, the use of overtlm, extra-pay shifts, and 
nnltl-shlf ts Is a factor to be considered by the contractliq; officer along 
with other factors listed In ASPR 3-101. Prior to the authorization of 
overtime, extra-pay shifts, and maltl -shifts, whether in pre-award negoti- 
ation or specific post-award tnstaneev, consideration snatr be given to 

0 

the practicability of using other sources for the furnishing of all or a 
portion of the supplies or services. 

(b) In the case of firm fixed-price contracts or fixed-price 
contrects with escalation, the responsibility for the use of overtime, extra- 
pay shifts, and multi-shifts shall rest with the eontraeter except to the ^ 
extent specif Icelly provided for In the eontraet. In the ease~of: 

UX_jCOJt-reimbur8e8imt type ccmtractt; mad 
<ii) redetenlnable f ixttd-prlce coiitr«et8 mnd fixed^prlce 
Incentive eoatract87 to the -extMt raq^ the ceatrectlng officer; 

e^thorlsetlon ^OB the for the uee of over tine, extra-pey shifts. 


b*H:<msl4ftrfi,,.Sndbr^ Such ai^ami^mistmc^dtt^ b« obtained prior 

to tho us* of ov«rtiBM» oxtra-pay shifts, and multi -shifts. Tha pramium 
portion of ovartiM, axtra-pay shift, and multi-shift payaanta to indiract 
labor anployaas is allowabla without prior approval » if raasonabla and 
allocatad on a pro rata baaia to coaiBarcial aa wall as Govarnmant work, 
for furthar raquiraaanta, aaa ASPR 15-204.2(n). Nothing harain shall ba 
construad to authoriza tha pramium portion of ovartima» axtra-pay ahift 
and multi -ahift paymants vfaara tha contractor is alraady obligated undar 
tha contract to maat tha dM»d daliyary schadula without tha right to 
additional conpansation. 

(c) In tha absanca of avidanea to the contrary, a Dapartmant 
in authorising ovartima, axtra-pay shifts, or multi-shifts may ganarally 
raly upon tha rapresantation of tha contractor that such authorization 
will not advarsaly affact tha parformanca of ethar dafanaa contracts. 
Howavar, whara two or mora Dapartmants hava currant contracts at a singla 
facility ao schadulad that tha authorization of ovartima, extra-pay shifts, 
or multi-shifts by one Departaant may adversely affect the performance of 
a contract or contracts of another Department, the Department deairing to 
give such authorization ahall obtain the prior assent of the other Departments 
concismed. Such aaseat ahall bi |ivei wherever possible. In any caaa where 
disagreement exists between the Departments concerned, either Department may 
refer the problem to the Assistant Secretary of Defenae (Supply and Logistics) 
for daciaiott. 
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TAB A 


2 May 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR 15-204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item 1, ia.nutes, April 6 
Mtg), the Staff has examined ASPR 12-102 to determine whether any re- 
vision thereof is neoessary to conform to the proposed oost principle 
relating to the above subject* 

It is concluded that a change should be made in ASPR 12-102 (a) to 
indicate that in cost-reimbursement type contracts, prior approval is 
required for allowability of costs incxarred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments for indirect labor. 

It is proposed that ASPR 12-102 (a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets )# 

It is also recommended that the following editorial changes be made 
in ASPR 12-202 at the same time: 

a» Substitute the words "Department of Defense" for "each Depart- 
ment" in stating the policy* 

b* Insert the word "-reimbursement" after ^bost*' wherever reference 
is made to "cost type contracts" or similar expressions* 

c. Insert the word "firm" in front of the words "fixed-price con- 
tracts" wherever language is intended to apply only to firm fixed-price 

contracts o 

d» Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules • 

e. Include a cross-reference to ASPR 15-204«2(n)« 

W. K. Qiormley / 
Brigadier General, 
Chairman, ASPR Committee 

Attachment 


C0MP0SIT3 DEIAJT OF ASPR 12-102 
SHOiaNG RECQWL ENDED CHANGES 


12-102 Overtime^ Extra-Pay Shifts and Multi-Shift Work> It shall 
be the policy of eaek ^thej/^ Department £^ot Defense^ that contracts will 
be performed, so far as practicable, without the use of overtime, extra-pay 
shifts, or multi-shifts. Overtime, extra-pay shifts, and multi-shifts when 
required shall, to the extent practicable, be limited to and be the ininimum 
required for, the acccmiplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-pay 
shifts, and multi-shifts is to be considered a factor by the C^rja^aetirBg 

^contracting officer^ along with other factors listed in ASPR 
3-101. Subsequent to the placing of a ^tirmj fixed-price contract, tho 
responsibility for the use of overtime, extra^pay shifts, and multi-shifts 
will generally rest with the 6eB.49ae4eF ^contractor^^ On cost ^^reim- 
bursements type contracts, and to the extent required by the Centwie^iBg 
©##4«oF ^contracting officer^ on re determinable fixed price contracts, 
however, the authorization from the Government for the use of overtime, 
extra-pay shifts, and multi-shifts must be obtained to sustain the charge 
of any premium ^direct^ labor costs to the contracts Such authorizations 
shall generally be obtained prior to the use of overtime, extra-pay shifts, 
and multi-shifts. ^The premium portion of overtiiie, extra-pay shift, and 
multi-shift payments to indirect labor employees is allowable without 
prior approval, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work* Further requirements for allow- 
ability of such costs are set forth in ASPR 15-204#2(n)*S Prior to the 
authorization of overtime, extra-pay shifts, and multi-shifts, whether in 


TAB A 


pre-award negotiation or specific post-award instances consideration should 
be given to the practicability of using other sources for the furnishing of 
all or a portion of the supplies or services • 

(b) 1/i/here two or more Departments have current contracts at a single 
facility, so scheduled that the authorization of overtime, extra- pay shifts, 
or multi-shifts by one Department will adversely affect the performance of 
a contract or contracts of another Department, the Department concerned will 
wherever practicable agree in advance as to the authorization of such work. 
Ordinarily, in the absence of evidence to the contrary, a Department in 
authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 
representation of the 6<9R«Paet<9F /"contractor^ that such authorization 
will not adversely affect the performance of other defense contracts. In 
any case where disagreement exists between the Departments concerned, either 
Department may refer the problem to the Assistant Secretary of Defense 
(Supply and Logistics) for decision^ 

(o) The policy stated above shall not be construed to limit the use 
of or payment for emergency overtime work as may be required. Nothing 
herein shall be construed to authorize payment for overtime, extra-pay 
shifts and multi-shifts where, under an existing contract, the 6ea«iSM«^9 
/*'oontractor_7 is already obligated without the right to additional com- 
pensation therefor to meet the desired delivery schedule, even though it 
is necessary for such a contractor to use overtime, extra-pay shifts or 
multi-shifts to meet such schedule. 
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OGC/GWM:lwt 
26 April 1956 


MEMORANDUM TO CHAIRMAN, ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

Z, The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting 
of Tuesday^ April 24, 1956, by the insertion of the words **under any 
such plan" in the last sentence of this paragraph after the word "allowable. " 
It is understood that this paragraph is subject to the statement to be in- 
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries on Action Paper No. 15 (Summary of 
Meeting NOc 25 - Department of Defense Material Secretaries Council, 
12 April 1956); and; also, that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have been made in the attached 
draft: 

15-200 Fifth line, the insertion of a comma after "subcontractors." 

15-204, 2(k) — JFirst, second, and third lines of first sentence, commas 
replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) — First line, insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204, 2(d) referred 
to above. 

— • Last complete line, comma deleted. 

15-204. 3(b) — Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "prpgr^,m.s. " 

15-204. 3(k) — Third line, the word "or" corrected to "of. " 

GEORGE W. MARKEY, JR. . 

Navy Member 

Chairman 




IMMEDIATE RELEASE 


MAY 12, 1955 • 


NO. 456-55 
LI 5-6700 Ext. 53201 



DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 


A cost interpretation paragraph, relating to depreciation, will 
be included as part of Section XV of the Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary -of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-602, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 

"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASfti l5-204(d), 15-205lb; and 15-205 (o). It is 
applicable with respect to all cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation . Allowances for depreci- 
ation (other than "true depreciation"; as provided in Section 167 of 
the Internal Revenue Code of 195^, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105. 3^ of 1 July 1954, shall be in accord- 
ance with said Instruction, and shall be exclusive of other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-b02,2 above is allowable provided it meets the test 
of reasonableness and allpcability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular esse is 
■acceptable for tax purposes, and (ii) the costing of defense contracts 
Is on a basis consistent with the costing of the contractor's non- 
lefense work and is so reflected in its books and records." 


END 


1$ August 1956 


lEilORAlIDUII FOn: CHAKXT, A3PR CO^STTTSE 

SUBJECT: Case - Section XV - l$-20li.2(aa) 

Training and Educational Costs 

Pursuant to Item 3 of ASPR mnutes of 7 August 1956, the 
Editing Committee has edited the subject material, as set forth 
in Tab A. 


r VJili'inson Jol^ Green John V. ?erp^ 

itrh^^^C Navy Member Air Force Me^iber 

Chairrrxan . (absent; 
Amcr Member 


Incl: Tab A 


DEPARTMENT OF THE NAVY 
. OFFICE OF NAVAL MATERIAL 

WASHINGTON 2$,D. C. , 

I«06/ACS:11 

i-IDHaRAriDUM i^'OR THE CHAIRMAN, ASPR COrnUTTEE 

Subj: 'case 53-liU - Special Subcommittee ASPR l5-20U.2(bb) 
Training and Educational Expense 

Ref : (a) Report of Subconmittee of 12 July 19$6 

End: (l) Proposed language for ASPR l5-20U.2(bb) 

1. Reference (a) was considered \>y "the ASPR Comaiit tee at their 
meeting on 31 July 1556. A number of recomTiiendations were made 
which the subcoiiimittee has endeavored to incorporate in 
enclosure (1). . . 

2. It is probable that sutpai-agraph e of enclosure (1) will also 
be included in ASPR 15-20U.3 - Unallowable Costs and referenced 
back to ASPR l5-20U.2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense, Office of 'lanpowor Supply, it being the 

• understanding of the Subcommittee that the ASPR Comiittee would 
do so. 


Committee Memb ers 

i'lr. Paul ii. Southwell, AFMPP 

Mr. Thos. B. Worsley, Armj' Ord. 

Mr. VF, L. Latta, AFAUD 

Mr. James Ruttenberg, NAVCOMPT(CAD) 


%. 'C. Sawalliscn, Chai: 


l5-20U»2(bb) - Training and 5ducatiorial Sbq^enses 


a. The costs of preparation and maintenance of a prosram of instruction 
at non-colle:'?e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable • In both instances, costs may 
include salaries or wages of trainees during r egular working hours* 

b* The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
unier -graduate or post-graduate college level are allovxable as follows: 

1* Tuition, fees, training materials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect 
expense, provided Uiat the sum thereof is not in excess of the tuition 
vihich would have been paid to the participating educational institution* 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 1^6 hours per year where circum- 
stances do not. permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection x^ith 
scientific am- engineering e ducat djDn related to the job requirements of 
bona fide erniployoes, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases ytere required by military technology, the period may be extended. 

d. Maintenance expense and norml depreciation or fair rental on 
facilities omed or H^ased by the contractor are alla'/able to the extent 
that such facilities are used under programs falling within a or b, above* 

e# Tho costs of training .and education of other than bona fide 
employees are not alloT^Table• 

f . Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, 
are considered a s contributions and will be treated as provided under 
^ASPR l5-20ii.3(c)^ 


Enclosure 1 


DS?ARriEi'!T CF TfI3 NAVY ) 
0FFIC3 OF i;IAVAL ll^TSRIAL 
WASHINGTON 2$, li. C. 

M36/ACS:11 
12 July 1956 

MEMORANDUM FOR TIE GKAIimN, ASPR COJE'ITTS?! 

Subj; Case 53-UU - Special Subcomiiiittee ASPR l$-20U^2(bb) Training 
and Educational Expense 

End: (1) Proposed draft as agreed -upon by i4r 4 VJ. L. Latta, AFAUDi 
Vx. James Ruttenberg, Navy CAD, and A* C, Sawallisch, 
Navy ONM* 

(2) Discussions in support of enclosure (1)« 

(3) Proposed draft of Memorandum to the Secretary of Defense 
or other competent authority for ruling on the disputed 
portion* 

(U) Proposed draft as agreed upon hy Mr* Paul Southwell, Ah^^Pj 
Mr. Thomas 3, vJorsley, Army Ord, and Mr. Albert Kay, Office 
of A3TSEGDEF(:\IA;;PC\T/v & RjoEaVi:.) 

(5) Discussion in support of enclosure (U)# 

(6) Proposed Section ASPR l5-20U*2(bb) presented by Mr. Ken Borgen, 
Navy . Ind\j5 trial Manpower, and discussion in support thereof ♦ 

1. The Special Subcommittee appointed by the ASPR Comidttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 
Costs should be allowed is unable to come to complete a.-^reement and the 
diverse opinions are being presented to the ASPR Committee for resolution^ 

2. Agreement has been reached, with some (differences in language, to 
allow the costs of (i) vocational training, whether it be "in-plant" or 

in vocational or trade schools, i.e., the training of welders, electricians, 
machine operators, etc., and (ii) training of a short term nature which 
is necessary to meet an immediate, clearly defined need of the con- 
tractor in connection with a specific engineering, production or adminis- 
trative problem.^ The latter type of training may be in the plants or 
■laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools • 

3* The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curriculum leading to higher academic degrees rather than to meet an 
immediate need of the contractor. Enclosvxes (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy which permits the acceptance of 
such costs and are of the fvirther opinion that policy making in this 
field, being of a National intorest, shotild be undertaken by those in 
the Government charged with respect to education and training rather than 


) 


by purchasing and accoxinting personnel. Snclosures (U) and {$) 
present the position of the group which would allow such costs, together 
with standards and limitations for allowability thereof. Enclosure (6) 
is a draft of proposed ASPR Section l5-20U.2(bb) submitted Ty Mr, Ken 
Borgen, Navy Industrial Marq)ower, 


Committee^ Members 

• Mr* W» Latta, AFAUD 
Mr. Janes Ruttenberg, Navy CAD 
Ifr. Paul li. Southwell, AtTIPP 

Mr» ThoSi B. VJorsley, Army Ordt 

Coordinated with: 

llr. Albert Kay, QASD(MP&R) 

Mr, Ken Borgen, Navy Industrial Ifenpower 
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l$-20U.2(bb) Training and Educational Expense » 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an im-nediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineering, production, or administrative problem* It may be carried 

on in plant, in trade or vocational schools or in technical institutions* 
The costs of preparing and carrying out vocational training courses may 
include the salaries or wages of the training director and staff; 
training material and text books vhen the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular working hoiurs. Costs may also include the salaries or wages ^ 
of^'trainees for tijme spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or technical training institutions* 
Such costs are allowable when reasonable and properly allocated to all 
work of the contractor, 

(b) The costs of educational and general training pro.'^rams of a 
type aimed primarily at increasing the general educational or skill 
level of trainees, rather than solving immediate specific problems are 
not alloxsrable. This includes the general area of long range management, 
executive or professional training programs and. scholarships, fellow- 
ships or other emoluments to employees or others • 


Enclosure (1) 


DISCUSSIONS IN SUPPORT OF ENCLOSURE (1) 


!♦ It is the opinion of the undersigned that under existing, policies 
there should be separate treatments for expenses in connection with 
vocational training; i»e«, training of supervisors, machine operators, 
welders, electricians, etc. and the education in technolorical fields 
of engineers, scientists, etc* 

2* It has long been the practice cf industry to support the expense of 
vocational trai .Ingt This practice had its recognized acceptance in 
the guild and apprentice systems i^ich have for ^-ears been a part of 
union agreements* An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen and foremen became 
acute and the Armed Services established a policy of accepting a pro- 
rata portion of such costs in connection with Defense contracting* It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear that training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where smallfirms find it impratical to conduct 
**in-plant" vocational or technical training. 

3* ^hile the undersigned do not question the need for development of 
more and better engineering and scientific personnel, they do not 
consider that the policy heretofore followed in regard to vocational 
training e^enses should be autoroatiailly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by competent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going to' be substantial and their acceptance in cost-type contracting 
would make their acceptance in redeterminable and incentive type contract- 
ing almost mandatory • 

- U. A proposed paragraph ASPR l5-20li.2(bb) is attached as enclosure (1) 
which would allow the cost of the type training discussed in paragraph 2 
above and not allm the costs of the type discussed in paragraph 3 above • 
It is in connection with the type of costs discussed in paragraph 3 above 
that the Comiiiit.tee cannot come to agreemiont. i^nclosure (3) is a draft 
of a memorandum wliich the ASPR Committee may wish to submit to competent 
authority for a statement of policy* 


Snclosure (2) 


rM^ORAHDWl FOR THE SECH:^ARY OF DEFENSE 

Sub j : anplOj; ec Educational Costs Incurred by Defense Contractors 

1, The stopped-up production r-quirements during World War II created 
a demand for skilled craftsmen such as welders, electricians, etc, that 
could be met only by extensive training courses, most of which were 
conducted on an "in-plant" basis, A policy to accept such training 
costs in connection with Defense contracts was established and has been 
continued, 

2, The current demand by industry for more and more engineers and 
scientists to produce thetighly technical military items now in use 
and to carry out the extensive research and developnient programs is 
well knam. recent .study by the Phoenix, Arizona, Ciiamber of 
Comoierce stated that this years graduating class would fall short by 
50,000 man. In an effort to meet this dranand numerous educational 
programs, both graduate and undergraduate are being instituted and 
given financial support by industry and our procurins activities are 
faced with the problem of how much, if any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The- _ 
fo Hoiking excerpts are taken from an article on the subject in the May 26 
"Business Week." 

"I'lar^r companies have set up programs to s end a few of their more 
highly talented engineers to graduate schools full-time. Others are 
plannir^ to send their -mineers to special graduate courses a few hours 
a week, on company time. Some arc trying to persuade graduate school 
facilities to set up off -campus schools for their engineers by offering 
to build facilities and pay instructors." 

Convair Division of General Dynamics Corporation is working hard to 
persuade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has promised aid 
in funds, couipment, and pay for the faculty. Unofficial estinatos put 
the cost of building the center at close to i^h million." 

General Electric is just establishing a program which "will send 20 
engineers to Syracuse University and UO to Rensselaer Polytechnic 
Institute to work for their doctorates. It will pay the cost of their 
tuition and books, put them on the caapany pay roll and they will get 
seniority and credit for any benefits that might accrue to them," 

Syracuse University is ©peratin:: three branches; one at Griffs 
Air Force Base at Rome,' NowYork, for Air Force engineers and General 
Electric engineers ftom a nearby plant j the second and third at Endicott 
ani PoughkeePsie, New York, for I.B.M. engineers. The Air Force and IBM 
supply classrooms on their own properties and the two caapanies and the 
Air" Force foot the bills for faculty salaries, travel and overhead. 


EncloBwe (3) 
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•Rensselaer Polytechnic is op^^rating a graduate school near Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80/1 of the students are United Aircraft Corporation employees and the 
United Aircraft Corporation is unden<rriting the experiment for five years. 
The cost to the canpai^ is about i(i>l,000 a year per student, 

A recent Raytheon Manufacturing Coiiipany plant publication announced 
availability to their science and engineering eii?3loyees of educational 
grants at M.I.T. and Harvard. Grants willcover full tuition, fees, book 
alloi'7anco and a monthly salary of ^2U0 while in residence at the school. 
Undergraduate students are also considered if working for a science or 
engineering de:;ree and plan to join the company upon graduation. 

3, Obviously, the costs to industry'- for support of these programs will 
become significant, particularly in the aviation, guided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortage of engineers and scientists is greatest, and it is in those 
fields'^vrtiere the military departments are the principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
material would be spent in support of educational progr,ams. 

U. It is well known that the present National policy is to encourage 
industry-, colle:;es, universities, and foundations to give support to 
any program designed to increase the quantity and quality of engineering 
ani scisntific personnel. It has not been noted, however, that any 
Government financial support has been made available for vhe furtherance 

of such programs. A nvimber of questions therefore present themselves 
in connection with the possible acceptance of such costs in our contracting. 

a. If it is determined that the National interest requires a 
Government subsidy for engineering and scientific education, should the 
subsidy be administered through private contractors, thereby workir^ to 
their individual competitive advantage, including a profit on their 
participation in the program, or should it be administered directly by 
the Goverraienb • 

b. If participation is to be tlirough the allowance of the cost in 
Defense contracting should such support be limited to (i) specific fields 
and, if so, which fields; (ii) which types of cost should be allowable, i«e. 
tuition, laboratory fees, salaries paid to instructors, text books, 
compensation of students while in attendance, ccst of scholarships, etc; 
(iii) should Defeniic participation be limited to. a «''>ccified ratio of 
total contract costs? 

5. Procurement and audit policies and procedures in this area are greatly 
in need. It is iry opinion, however, that some basic policy which could be 
prescribed from answers to the question proposed above must first be 
established. Since this is an area coming within the purview of your 
office, I will greatly appreciate an expression from you as to the policy 
we shou.ld pursue. 
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l5-20[i.*2(bb) - Training and Educational Expcnsos 

at Preparation and maintonancG of a program of instruction designed 
to increase the vocational effectiveness of onployecs include the salaries 
of the director of training and staff, training materials and textbooks 
when tho training program is conducted by the contractor; and tuition, 
fees, training materials, and textbooks, when the training is of a non- 
colloge level in institutions conducted by other than the contractor • In 
both instances, costs may include salaries or wages of trainees during 
regular working hours, 

b. Part-time technical, engineering^ and scientific education at an 
under- gradiiatc or post-graduate college level as follows: 

1, Tuition, fees, training materials and textbooks • 

2t lA/here circumstances do not permit education after paid 
working hours, rcgiilar employee coTfJensation is also 
allowable for instruction not in excess of a total of 
156 hours per year, 

Ct Tuition, fees, training materials and textbooks (but not sub-^ 
sistenco, salary, or any other emoluincnts) in connection with scientific 
and engineering education of bona fide employees on a full-time basis 
at a post-graduate college level for a total period not to exceed one 
school year. In unusual cases where required by militarj'- technologj'-, 
the period may be extended. 

The costs of training and education of other th?.n bona fide 
employees, including scholarships and fellowships, are not allowable •J-^^ 


""Jr This paragraph could be t ransf erred to part of Section XV covering 
unallowable costs. 


Enclosure (U) 
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Discussion in Support of Enclosure (U) 


The . undersigned representatives of Army and Air Force join in the 
following staff report and recommenda'tions* These are concurred in on 
a staff basis by the representative of the Office of the Assistant 
Secretary of Defense (}iP<ScR)» 

It is the opinion of the undersigned that the ASPR Committee desires 
a recomjTiendation of policy regarding allowance of the expenses for train- 
ing technical, engineering "arid scientific personnel as well as "vocational 
training," i«etj training of jmchinists, welders, electricians, etc« The 
iindersigned feel ttet the ASPR Subcormnittec on Training Costs was assigned 
the task of developing and proposing a policy on a staff basis, and x^as 
not expected to side-step the issue by requesting higher authority itself 
to do the ground -work toward establishing said policy # This is made amply 
clear in "Instructions to and Duties of ASPR Subcomraittees, " dated 30 August 

It seems to the undersigned that the group presenting Enclosures (l), 
(2), and (3) base their tliinl<:ing on tlx unrealistic position thp.t the 
training of welders is more important tlian the traning of scientific and 
engineering personnel* We believe this position is luitenable from the ' 
standpoint of assuring the delivery of high quality end -items on a timely 
basis • The national need for a substantial increase in quality and quan- 
tity of scientific personnel is too well known to require^ elaboration* 
The President and other principal officials of the Executive Branch ha.ve 
expressed concern over the problan as a key factor in maintaining techno- 
logical supremacy* Objective measures of industr^,^'s needs are reflected 
in the classified sections of the daily newspapers and in industry's 
frantic efforts to recruit the graduates of engineering schools* 

In the face of these shortages, industry has in the last few years 
fostered college and post-graduate level training of their oxm employees 
as the most imraediatc and direct way of meeting their production problems, 
and the demand for products of ever increasing quality and complexity* 
This is particularly true in military applications of nucleonics, aero- 
nautics and electronics* 

As a matter of general principle, it seems to us tloat costs incurred 
in such a training program are valid costs of production which . will rosxilt 
in better performance on military contracts. The proposed policy sot forth 
in Enclosure (U) is designed in best interests of the Government, with due 
consideration of fairness and equity to industry. It does not allow all 
educational and training costs at the odLlegc and post-graduate training 
level* It takes due account of comiaercial practice in today's situation* 
At the same time, it limits and defines the allovjability of such costs 
and requires the contractor to bear his own share thereof* 

There appears to be ap;reoment between the group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures and (5) regarding 
allowability of costs of non-collegiate training* 


Enclosure (5) 


Tho riajor point at issue is the allor-jabLlity of costs of college 
and post-graduate level scientific and engineering trainine* Paragraphs 
b arri c of Enclosure (I4) place limits upon the allowability of such train- 
ing, whether it be part-time or full-time % Paragraph b defines the types 
of "^expenses allowable and' the amount of part-timo training for which an 
employee may be compensated* Essentially, it allows for costs of tuition, 
fees, training materials and textbooks, because the most common practice 
is for education after paid working ho\irs, I'Jhere circumstances do not per- 
mit education during paid working hours, regular employee compensation is 
also allowable not in excess of 1^6 hours per year. This is the approxi- 
mate equivalent of one 3-hour course per woek^ 

Paraf;raph c of Enclosure (U) deals with scientific and engineering 
education on a full-time basis ♦ It recognizes that such arrangements are 
occasionally necessary^, but prescribes reasonable limits of allowabilityt 
It limits reimbursabiiity to bona fide employee; to training in scien- 
tific and engineering areasj to post-graduate training alone; and total 
roimbursemont to one school year \inlcss required in unusual cases by mili- 
tary technology* Most important^ it limits Government payments to the 
educational expense alone, (itO^, to tuition^ fees, etc^,), leaving the 
contractor to inc\ir the cost of caupensationg Since the Government's costs 
in those very special instances will be on the order of a pro -rated part 
of ia,000 per year, while the contractor's share for compensation is likely 
to be at least of an order of -^o^^OOO per jrear (typical salary of an in- 
experioixed engineer), it is felt that contractors will not incur such 
costs unless there is some positive benefit. 

In general, it is felt that the distinction made in Enclosure (1) and 
(2) between long range and immediate needs is a fictitious one. The need 
for more and better scientific and engineering personnel - and the educa- 
tional programs designed to meet such, needs - is in a real sense imm-ediate# 
It is just as immediate and certainly more important than the need for 
training welders, from the standpoint of obtaining the complex military 
equipment needed in today's situation. Actually, the government is in many 
cases allowing costs of college and post-graduate training, b-t not on a 
uniform basis and certainly with no clearly defined limitations and stand- 
ards. 

The undersigned therefore recomnend the adoption of the policy set 
forth in Enclosure (U) for incorporation in ASPR 15-20U.2 (bb), "Training 
and Educational Expenses*" 


/s/ Thomas B, Worsley /s/ Paul M> Southwell 

Thomas 13, Worsley, Army Paul M. i^^outhwell, Air Force 

Procurement Member 

/s/ Albert Kay 
Albert Kay, OASD " (iMR) 
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l5-20U#2(bb) " Tr aining and Educational Expenses 


at Preparation and inaintonance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, foes, 
training materials, and textbooks, when the training is of a non-college 
level in institutions conducted by other than the contract or* Inboth 
instances, allowable costs may include salaries or wages of trainees during 
regular working hours* 

b. Certain part-time; technical, ciigincering and scientific training 
costs of a college level arc allovjable in cases wlxre the training is 
required for contract performance and is directly related to the job 
requirements of the employee as follows: 

(1) Tuition, fees, training materic^ls and textbooks. 

(2) Employee compensation is allowable during regular working 
hours for instruction not in excess of a total' of 1$6 
hours per year in cases where circumstances do not permit 
training after paid working hours. 

Cf The costs of general educational programs of a college level, 
including scholarships and f ellovjships , and the costs of training and 
education of other than bona fide employees are not allowablci 


The above appears to me to be in line with industry practice, reasonable, 
equitable, and to provide incentive to contractors for the economical 
use of Government funds in that rigid limitations are established for^ 
payment of costs of training of engineering and scientific personnel in 
terms of relation to contract performance^ 


Enclosure (6) 


06C/GUM:ag 
6 July 1956 


. MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44 — Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcointnittee con- 
sidered it preferable to place the material set forth in pro- 
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
^ich would become unnecessary to retain ^en Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2 . 

3. The edited Part 2 of Section XV, dated 20 i^ril 1956, 
was furnished to you with memorandum of 26 April 1956 and - 
was subsequently corrected as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee reccmmends that the attached 
Part 1 be released for publication simultaneously with Part 2. 


Charles W. Wilkinson George W. Markey, Jr. John W. Perry 
Lt. Colonel, SS JAG Navy Member Air Force Member 

Army Member Chairman 


End 
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SECTION XV 
CONTRACT COST PRINCIPLES 

15-000 Scope of Section . This Section sets forth principles and 
standards for the determination and allo\aance of costs in connec- 
tion with the performance of cost -reimbursement type contracts 
and cost-reimbursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability . Subject to ASPR 15-102, the provisions of 
Part 2, Part 3, Part 4, or Part 7 of this Section (whichever Part 
is applicable) shall be followed in connection with all cost- 
reimbursement type contracts (including cost-reimbursement sub- 
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to be more suitable for a particular 
contract, Part 2 may be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III, Part 7, as to negotiated overhead 
rates). The term "cost-reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost-plus-a-fixed-fee contracts, cost-plus-incentive- 
fee contracts, and the cost-reimbursement portion of time-and- 
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15-102 Contract Provisions . 

15-102.1 General. Part 2, Part 3, Part 4, or Part 7 of this 
Section (xAichever is applicable) shall be made a part o^ every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the contract, 
or incorporating it by reference in the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow- 
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide 
for the allowability of any of the kinds of costs 
I referred to in Part 5 of this Section unless any . such 
cost is expressly excluded under Part 3 or 4 (which- 
ever is applicable). 


21 June 1956 


MEMDRANHJM FOR? CHAIRMAN, ASPR OOMMITTEE 

SUBJECTS Revision of Part 2^ Section X7 (Case 53-44) 

la This Ifemorandum, commenting upon proposed paragraph 15**20i4«2(7) 
concerning the reimbursement of taxes for certain cost contracts^ is sub- 
mitted in compliance with the assignment by your Committee of 5 June 1956o 

2« This Memorandum represents the unanimous opinion of the Tax Sub- 
committee • 

3* It is recommended that the first sentence of subparagraph (1) include 
a reference to taxes of foreign governments, inasmuch as Part 2 of Section X7 
is sometimes incorporated into contracts requiring performance in foreign 
areas • Such contracts sometimes do not have special tax clauses or have un- 
comprehensive oneso The first sentence of subparagraph (1) should readi 

"Taxes are charges levied by Federal^ State, local, and foreigi 

governments 

4« The last two sentences of subparagraph (2) should be revised as 
follows s 

"Reasonable expenses of any administrative or judicial proceed- 
ing instituted or defended by the contractor, pursuant to the 
instructions or with the approval of the Contracting Officer, 
for the benefit of the Government are allowable costs. Interest 
and penalties incurred by the contractor also are allofrable, 
either (i) incurred by following the instructions of the 
Contracting Officer, or (ii) in the absence of instructions from 
the Contracting Officer, if incurred without the fault or negli- 
gence of the contractoro" 


SUBJECTS Revision of Part 2^ Section X7 (Case 53^44) 


This language will permit the reimbursement of costs of litigation and of in- 
terest and penalties in a number of situations where such costs are incurred for 
the baiefit of the Government and without any fault of the contractor. As the 
paragraph now reads, there is serious doubt whether reimbursement would be allowed 
in a number of typical circumstances, including the following? (1) for interest 
and penalties incurred by a contractor for nonpayment of a tax where the Con- 
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in- 
terest and penalties! (2) for costs incurred by a contractor in defending a 
suit for collection of tax brought by a taxing authority, in contrast with a 
suit for refundj (3) for costs incurred by a contractor in taking reasonable 
action pending receipt of instructions from the Contracting Officer. The sug- 
gested language will make the reimbursement of costs of litigation and of 
interest and penalties parallel, insofar as possible, to the treatment of 
these costs in the proposed tax clauses for fixed price contracts. 

5. It is recommended that the following sentence be added to subparagraph 

Oh 

"Any interest actually paid or credited to a contractor incident 
to a refund of tax, interest and penalty shall be paid or 
credited to the Government only to the extert that such interest 
accrued over the period during which the contractor had been 
reimbursed by the Government for the taxes, interest, and 
penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
maybe deemed innecessary for cost, contracts. 

6o Ftr your convenience, there is attached hereto a copy of proposed para- 
graph 15-204«2(y) as the Tax Subcommittee recommends that it be amended. 


MARK Ho BERENS 
lat Lt., JAGC 

Acting Chairman, Tax Subcommittee 
Incl. - Draft of paragraph ' 
15-204.2(y) 


Proposed paragraph 15-204o2(y) as recommended hy Tax Subcommittee 
(y) Taxes » 

(1) Taxes are charges levied by Federal, State, eap-leeal ^local^ and 
foreign/ governments o They do not include fines and penalties except as other- 
wise provided herein « In general, taxes (including State and local income 
taxes) which the contractor is required to pay and which are paid or accrued 
in accordance with generally accepted accounting principles are allowable, 
except forg 

(i) Federal income and excess profits taxes | 

(ii) taxes in connection with financing, refinancing or refund- 
ing operations (see ASPR 15-204«3(g))s 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based :on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweigjis the corresponding 
benefits accruing to the Qovemmenti and 

(iv) special assessments on land irtiich represent capital im- 
provements # 

(2) Taxes otherwise allowable under (1) above, but which may be. il- 
legally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such tastes s 


' Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 
concerning such taxes | and 
(ii) takes all action directed by the contracting officer^ includ- 
ing cooperation with and forihe benefit of the Government, 
to (A) determine the legality of such assessment or, (B) 
secure a refund of such taxes o 

iteaeeHabae"eeet6--ef--aRy-aueh-ppeeeedl«g-j:Be»i»ttted->by- t h e 
diree*t«8t-ef--the-eeBt*»ae*iHg-^#ieeF-»e-aliewabaev--ii^^ 
i»6tt»ed-by-a-6e»tyaetey-by-yeae9R-ef-the"neRpayaeRt-ef-aBy"tax .di y ee- 
%4eH--e#-tfee-e^f»%9aet3ing--ei^ieea>-aaf>e-alee-all0wable« ^sieasonable expenses of 
any administrative or judicial proceeding instituted or defended by the con- 
tractor, pursuant to the instructions or with the approval of the Contracting 
Officer, for the benefit of the Government are allowable costs o Interest and 
penalties incurred by the contractor also are allowable, either (i) if in- 
\ curred by following the instructions of the Contracting Officer, or (ii) in 

the absence of instructions from the Contracting Officer, if incurred without 
the fault or negligence of the contractor 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Govenment^ ^j[nj interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, and penalties 
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MBMORAinXM FOR THE CHAIKMAH, ASPR COMIITTEE 

SubJ: Reviiion Of ASPR 12-202 to Conf ora to Proposed ASPR lS-204.2(a) 
(Oyertlow, Extra-Pay Shift and Multi-Shift Work) - Casa 53-44 

1. Porsuant to Item 12 of ASPR mnates of 9 May 1956, the subject aaterlal 
has been edited as set forth in TAB A. 

2. In ASPR 12-102(b)v the Edited Conittee ha^ deleted the word "generally«S 
thus requiring prior authorizatlic^ for premluta work in ell pbst-iward instances, 
so th4t subparagraph (b) is now consistent witd the concMt adopted in ASPR 
15-204.2(n). 

3. InasiBuch as the draft subalttiid to the Editing Connit tee desired the 
word **firm'* to be inserted "wherever language is intended to apply only to 
firm fixed-price contracts/' the Editing Committee has appropriately added 
fixed'-price incentive contracts in <b)(ii); but did not Isiel that it was the 
intent of the subject matter to include fixed-price contracts with escelation 
in (b)(ii), as well. 


Lt. Col. Charles W. Wilkinson 
An^y Member 


John Green John H. Perry 

Chairman Air Force Meaber 

Havy Member 


Incl. TAB A 


OGC/JG:clc ASPR Case 53-44 

6/20/S6 

12-102 Overtime. Extra«Pay ShlftZ md Haiti -Shift Work . (•) Con- 
tracts shall be perfomed, so far as possible, wltfaoot the usa of overtlise, 
extra-pay shifts, or miltl-shlfts. Overtime, extra-pay shifts, and maltl- 
shlfts when required shall, to the extent possible, ha limited to, and be 
the minimum required for, the aeedigpllsfaBent of the specif Icvwork. In 
the negotiation of contracts, the use of overtlm, extra-pay shifts, and 
nnltl-shlf ts Is a factor to be considered by the contractliq; officer along 
with other factors listed In ASPR 3-101. Prior to the authorization of 
overtime, extra-pay shifts, and maltl -shifts, whether in pre-award negoti- 
ation or specific post-award tnstaneev, consideration snatr be given to 

0 

the practicability of using other sources for the furnishing of all or a 
portion of the supplies or services. 

(b) In the case of firm fixed-price contracts or fixed-price 
contrects with escalation, the responsibility for the use of overtime, extra- 
pay shifts, and multi-shifts shall rest with the eontraeter except to the ^ 
extent specif Icelly provided for In the eontraet. In the ease~of: 

UX_jCOJt-reimbur8e8imt type ccmtractt; mad 
<ii) redetenlnable f ixttd-prlce coiitr«et8 mnd fixed^prlce 
Incentive eoatract87 to the -extMt raq^ the ceatrectlng officer; 

e^thorlsetlon ^OB the for the uee of over tine, extra-pey shifts. 


b*H:<msl4ftrfi,,.Sndbr^ Such ai^ami^mistmc^dtt^ b« obtained prior 

to tho us* of ov«rtiBM» oxtra-pay shifts, and multi -shifts. Tha pramium 
portion of ovartiM, axtra-pay shift, and multi-shift payaanta to indiract 
labor anployaas is allowabla without prior approval » if raasonabla and 
allocatad on a pro rata baaia to coaiBarcial aa wall as Govarnmant work, 
for furthar raquiraaanta, aaa ASPR 15-204.2(n). Nothing harain shall ba 
construad to authoriza tha pramium portion of ovartima» axtra-pay ahift 
and multi -ahift paymants vfaara tha contractor is alraady obligated undar 
tha contract to maat tha dM»d daliyary schadula without tha right to 
additional conpansation. 

(c) In tha absanca of avidanea to the contrary, a Dapartmant 
in authorising ovartima, axtra-pay shifts, or multi-shifts may ganarally 
raly upon tha rapresantation of tha contractor that such authorization 
will not advarsaly affact tha parformanca of ethar dafanaa contracts. 
Howavar, whara two or mora Dapartmants hava currant contracts at a singla 
facility ao schadulad that tha authorization of ovartima, extra-pay shifts, 
or multi-shifts by one Departaant may adversely affect the performance of 
a contract or contracts of another Department, the Department deairing to 
give such authorization ahall obtain the prior assent of the other Departments 
concismed. Such aaseat ahall bi |ivei wherever possible. In any caaa where 
disagreement exists between the Departments concerned, either Department may 
refer the problem to the Assistant Secretary of Defenae (Supply and Logistics) 
for daciaiott. 
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2 May 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR 15-204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item 1, ia.nutes, April 6 
Mtg), the Staff has examined ASPR 12-102 to determine whether any re- 
vision thereof is neoessary to conform to the proposed oost principle 
relating to the above subject* 

It is concluded that a change should be made in ASPR 12-102 (a) to 
indicate that in cost-reimbursement type contracts, prior approval is 
required for allowability of costs incxarred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments for indirect labor. 

It is proposed that ASPR 12-102 (a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets )# 

It is also recommended that the following editorial changes be made 
in ASPR 12-202 at the same time: 

a» Substitute the words "Department of Defense" for "each Depart- 
ment" in stating the policy* 

b* Insert the word "-reimbursement" after ^bost*' wherever reference 
is made to "cost type contracts" or similar expressions* 

c. Insert the word "firm" in front of the words "fixed-price con- 
tracts" wherever language is intended to apply only to firm fixed-price 

contracts o 

d» Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules • 

e. Include a cross-reference to ASPR 15-204«2(n)« 

W. K. Qiormley / 
Brigadier General, 
Chairman, ASPR Committee 

Attachment 


C0MP0SIT3 DEIAJT OF ASPR 12-102 
SHOiaNG RECQWL ENDED CHANGES 


12-102 Overtime^ Extra-Pay Shifts and Multi-Shift Work> It shall 
be the policy of eaek ^thej/^ Department £^ot Defense^ that contracts will 
be performed, so far as practicable, without the use of overtime, extra-pay 
shifts, or multi-shifts. Overtime, extra-pay shifts, and multi-shifts when 
required shall, to the extent practicable, be limited to and be the ininimum 
required for, the acccmiplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-pay 
shifts, and multi-shifts is to be considered a factor by the C^rja^aetirBg 

^contracting officer^ along with other factors listed in ASPR 
3-101. Subsequent to the placing of a ^tirmj fixed-price contract, tho 
responsibility for the use of overtime, extra^pay shifts, and multi-shifts 
will generally rest with the 6eB.49ae4eF ^contractor^^ On cost ^^reim- 
bursements type contracts, and to the extent required by the Centwie^iBg 
©##4«oF ^contracting officer^ on re determinable fixed price contracts, 
however, the authorization from the Government for the use of overtime, 
extra-pay shifts, and multi-shifts must be obtained to sustain the charge 
of any premium ^direct^ labor costs to the contracts Such authorizations 
shall generally be obtained prior to the use of overtime, extra-pay shifts, 
and multi-shifts. ^The premium portion of overtiiie, extra-pay shift, and 
multi-shift payments to indirect labor employees is allowable without 
prior approval, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work* Further requirements for allow- 
ability of such costs are set forth in ASPR 15-204#2(n)*S Prior to the 
authorization of overtime, extra-pay shifts, and multi-shifts, whether in 
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pre-award negotiation or specific post-award instances consideration should 
be given to the practicability of using other sources for the furnishing of 
all or a portion of the supplies or services • 

(b) 1/i/here two or more Departments have current contracts at a single 
facility, so scheduled that the authorization of overtime, extra- pay shifts, 
or multi-shifts by one Department will adversely affect the performance of 
a contract or contracts of another Department, the Department concerned will 
wherever practicable agree in advance as to the authorization of such work. 
Ordinarily, in the absence of evidence to the contrary, a Department in 
authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 
representation of the 6<9R«Paet<9F /"contractor^ that such authorization 
will not adversely affect the performance of other defense contracts. In 
any case where disagreement exists between the Departments concerned, either 
Department may refer the problem to the Assistant Secretary of Defense 
(Supply and Logistics) for decision^ 

(o) The policy stated above shall not be construed to limit the use 
of or payment for emergency overtime work as may be required. Nothing 
herein shall be construed to authorize payment for overtime, extra-pay 
shifts and multi-shifts where, under an existing contract, the 6ea«iSM«^9 
/*'oontractor_7 is already obligated without the right to additional com- 
pensation therefor to meet the desired delivery schedule, even though it 
is necessary for such a contractor to use overtime, extra-pay shifts or 
multi-shifts to meet such schedule. 
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MEMORANDUM TO CHAIRMAN, ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

Z, The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting 
of Tuesday^ April 24, 1956, by the insertion of the words **under any 
such plan" in the last sentence of this paragraph after the word "allowable. " 
It is understood that this paragraph is subject to the statement to be in- 
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries on Action Paper No. 15 (Summary of 
Meeting NOc 25 - Department of Defense Material Secretaries Council, 
12 April 1956); and; also, that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have been made in the attached 
draft: 

15-200 Fifth line, the insertion of a comma after "subcontractors." 

15-204, 2(k) — JFirst, second, and third lines of first sentence, commas 
replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) — First line, insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204, 2(d) referred 
to above. 

— • Last complete line, comma deleted. 

15-204. 3(b) — Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "prpgr^,m.s. " 

15-204. 3(k) — Third line, the word "or" corrected to "of. " 

GEORGE W. MARKEY, JR. . 

Navy Member 

Chairman 


OGC/GWM:lwt 
20 April 1956 


Part 2 - Supply, Service, and Research, and Development 
Contracts, with Commercial Organizations 

* 

15-200 Scope of Parte This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursenment type contracts and cost- reimbursement type subcon- 
tracts thereunder for procurement of supplies, services, and research 
and development work, with contractors or subcontractors, other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply. 

15-201 Basic Considerations. 


15-20L 1 Composition of Total Cost. The total cost of a cost- reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201. 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles and practices, (iii) 
significant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as| to types or amounts 
of cost items. 

15-201. 3 Credits e The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202. 1 General. Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering services, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the 


resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202. 2 Direct Material Costs. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202. 3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202. 4 Other Direct Costs. Other items of cost may, in particular cases, 
be^ clmrged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the- contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs , 

15-203. 1 Gene ral. (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability, 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involve dp The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order 
to be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con- 
sistently, and produce equitable results. A previously acceptable method 
shall be subject to reconsideration when: 
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(i) any substantial difference occurs between the cost patterns 
of work under the contract and other work of the contractor; 
or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset improvennent pro- 
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes, the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but in no event longer than the contractor's 
fiscal year. When the contract is performed over an extended period of 
time, as many such base periods will be used as will be required to represent 
the period of contract performance. 

15 203. 2 Indirect Manufacturing and Production Costs. Indirect manu- 
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in- 
direct manufacturing and production costs on a time basis, such as direct 
labor man-hours or machine -hours , is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work) units processed, and prime 
costs of units processed^ Departmentalization or the establishment of cost 
centers may be necessary in order to allocate the indirect costs equitably. 
Factors to be considered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203. 3 Indirect Engineering Costs . Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs naay arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(u)(4) ) on the basis of direct engineering man-hours ex- 
pended, direct engineering labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work), or some other equitable 
basis. 

15-203. 4 Selling and Distribution Costs. Selling and distribution costs 
arise through marketing the contractor's products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)). However, 
subject to the other provisions of this Part, costs in this category, in- 
cluding supervisory and clerical costs, which relate to technical, con- 
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor's products, rather than 
pure selling, are allowable if a reasonable benefit to Government con- 
tracts is demonstrated* Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on cm equitable 
basis. Because of the special problems that arise in this area, the con- 
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Government contracts, 

15-203. 5 General and Administrative Costs, General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor, using any recognized method of allocation 
if equitable results are thereby obtained. Allocation of general and 
administrative costs on a total cost incurred basis (exclusive of general 
and administrative costs) is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro- 
priate include allocation on the basis of: 

(i) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method is available). 
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15-204 Principles and Standards for Selected Items of Cost, , 

15-204.1 General. Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applica- 
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
aiiility shall be based on the principles and standards set forth in this Part 
and/ where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising CostSc Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (s) below. 
All other advertising costs are unallowable, 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or pro- 
posals on potential Government and non-Government contracts or projects, 
including the development of engineering and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both' successful and unsuccessful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; however, the 
contractor's established practice may be to treat bidding costs by some 
other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertaken on the contractor's premises pursuant to suggestions or re- 
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor. Costs of capital assets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contributions to local 
civil defense funds, or to projects not on the contractor's premises, are 
unallowable • 

(d) Compensation for Personal Services ^ Compensation is allow- 
able. The term "compensation*' includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
and in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
below), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. 'Also, the amount allowable under any such plan for apportion- 
ment to contracts in any one year shall not exceed: 

(i) the amount contributed under the plan for that year; 
or 

(ii) 15% of the total compensation otherwise paid or 

accrued in that year to the individuals covered under 
the plan; 

a 

whichever is the lower. 
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(e) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset* less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that 
the amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954; or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes had such 
organizations been subject to the payment of income tax; 
and in either case 

(iii) by the consistent application to the assets concerned of 

any generally accepted accounting method, including those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreciatiovi should usually by alli>£ated to the contract and other work 
as an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above^ vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation, " the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 
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(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(but see (4) belo>?^^ provided the remaining undepreciated 
portion of such cost shall not include any amount of un- 
recovered ''true depreciation. " 

(4) Depreciation on idle or excess facilities shall not be allowed' 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 

(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(f) Employee Morale, Health, and Welfare Costs and Credits . Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

ig) Food Service Costs and Credits . Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

W Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law. employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (iH3)(v) 
(p) and (w) below). 

(i) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes s'ecuring the contractor against liabilities 
to third persons not compensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the peirformance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government -owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated to indennnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self- insurance program or other- 
wise) are unallowable. 

(j) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed frorn a 
period prior to the contract for some reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(1) Manufacturing and Production Engineering Costs . Costs of manu- 
facturing and production engineering, including engineiering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 
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(m) Material Costs. 


(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, con- 
sideration will be given to reasonable overruns, spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors. Such income and other credits 
shall either be credited directly to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs'* or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 

only to the extent of : 

{i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels, a departure from this cost basis is permissible if the charge to 
the contract does not exceed: 

: .-(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially- 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferor's sales price to its most favored customer. 

(n) Overtime, Extra-Pay Shift, and Multi- Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi- shift payments 
to direct labor employees shall be separately identified. Costs of such 
premiums on direct labor are allowable only to the extent expressly pro- 
vided for in the contract or otherwise authorized by the Government and may 
be classified as either direct or indirect labor costs. When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs a:llbcated to non- Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. The premium portion of 
overtime, extra-pay shift, and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(o) Patent Costs . Costs of preparing disclosures, rj^ ports, - and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowable. (See 
also (u) and (v) below.) 

(p) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured by. 
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and based on, such factors as years of service and connpensation received by 
the employeeSo The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if, 
under the plan, either the benefits payable to the employee or the required* 
contributions by the contractor can be determined actuarially, (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (p)«) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong. , 

2d Sess, , 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Mili- 
tary Department, costs thereof are allowable subject to the following con- 
ditions: 

(i) the requirements of ASPR 15-201,2 shall be satisfied;, 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations^ 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan^ an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above ; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto^ or 
in a separate agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs . Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 

(r) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

> 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the 
Government (but see ASPR 15-204. 3(g)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of , 
services rendered, 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable^ Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patentiwafriiigement litigation, 
are unallowable unless otherwise provided for in the contract. 

(s) Recruiting Costs . Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel co^ts of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond 
the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 

as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(u) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue- sky re- 
search; and (ii) related research or development, also referred to as applied 
research, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary 
aim of the investigatpr is a fuller knowledge or understanding of the subject 
under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
The contractor shall disclose to the Government the purposes and results 

of such independent general research. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (1) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost- reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost- 
reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 
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(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

(v) Royalties and Other Costs for Use of Patents, Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable. 

(w) Severance Pay, 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employment, 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be assigned to the entire period of the employment 
of the terminated employees and equitably allocated to 
all work performed in the contractor's plant during that 
period. A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs . The term "special tooling'' means property of 
such specialized nature that its use, without substantial modification or altera- 
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract, are allowable and shall be charged directly 
thereto. 

(y) Taxe s . 

(1) Taxes are charges levied by Federal, State, or Ipcal governments. 
They do not include fines and penalties except as otherwise provided herein, 
in general, taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes ;^ 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(g)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemption 
afforded the Government except when the contracting officer 
determines that the administrative burden incident to ob- 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes:. 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 


19 


Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowableo Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the tontracting officer are also allowable, 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Governmento 

(z) Trade, Business, Technical^ and Professional Activity Costs. 

(1) Memberships* Costs of membership in trade, business, technical, 
and professional organizations are allowable > 

(2) Subscriptions. Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(3) Meetings and Conferences^ Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technicar information or the stimulation of production, are allowable^ 

(aa) Training CostS o Reserved^ 

(bb) Transportation Costs, Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered^ When such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) above)o Where identification with the materials 
received cannot readily be made, inbound transportation costs may be 
charged to the appropriate indirect cost accounts if the contractor follows 
a consistent equitable procedure in this respects Outbound freight, if re- 
imbursable under the terms of the contract, should be treated as a direct 
costo 

(cc) Travel CostSo 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(dd) General, 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all work of the contractor* 

(2) Certain costs discussed in ASPR 15-204. 3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs . 

(a) Bad Debts, Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main- 
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations. Contributions and donations are 
unallowable. 

(d) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility CostSo Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contracts 

(f) Fines and Penalties > Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costs, Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(y) (but see ASPR 
15-204. 2(dd)(l)). 

(h) Losses on Other Contracts^ An excess of costs over income under 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(i) Organization Costs^ Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (g) above). 

(j) Precontract CostS o Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(k) Profits and Losses on Dispostion of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(e)(2) as to basis for de- 
preciation). 

(1) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(m) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4), and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v), both provisos; and 

(vi) Taxes, ASPR 15-204. 2(y)(l)(i) through (iv). 

(2) Certain other costs discussed in ASPR 15-204. 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services, ASPR 15-204. 2(d) (5) ; 

(iii) Depreciation, ASPR 15-204. 2(e)(5), first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)^ last sentence 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)(3)(iii) and 
(iv), and (4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2) ; 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204, 2j[o), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(t)(3); 

(xi) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2); and 
(xiii) Travel Costs, ASPR 15-204. 2(cc)(4). 
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IMMEDIATE RELEASE 


MAY 12, 1955 • 


NO. 456-55 
LI 5-6700 Ext. 53201 



DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 


A cost interpretation paragraph, relating to depreciation, will 
be included as part of Section XV of the Armed Services Procurement 
Regulation, effective June 1, 1955, Thomas P. Pike, Assistant 
Secretary -of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-602, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 

"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASfti l5-204(d), 15-205lb; and 15-205 (o). It is 
applicable with respect to all cost-reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation . Allowances for depreci- 
ation (other than "true depreciation"; as provided in Section 167 of 
the Internal Revenue Code of 195^, subject to the limitations set 
forth in paragraph 15-602.3, shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105. 3^ of 1 July 1954, shall be in accord- 
ance with said Instruction, and shall be exclusive of other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-b02,2 above is allowable provided it meets the test 
of reasonableness and allpcability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular esse is 
■acceptable for tax purposes, and (ii) the costing of defense contracts 
Is on a basis consistent with the costing of the contractor's non- 
lefense work and is so reflected in its books and records." 


END 
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lEilORAlIDUII FOn: CHAKXT, A3PR CO^STTTSE 

SUBJECT: Case - Section XV - l$-20li.2(aa) 

Training and Educational Costs 

Pursuant to Item 3 of ASPR mnutes of 7 August 1956, the 
Editing Committee has edited the subject material, as set forth 
in Tab A. 


r VJili'inson Jol^ Green John V. ?erp^ 

itrh^^^C Navy Member Air Force Me^iber 

Chairrrxan . (absent; 
Amcr Member 


Incl: Tab A 


DEPARTMENT OF THE NAVY 
. OFFICE OF NAVAL MATERIAL 

WASHINGTON 2$,D. C. , 

I«06/ACS:11 

i-IDHaRAriDUM i^'OR THE CHAIRMAN, ASPR COrnUTTEE 

Subj: 'case 53-liU - Special Subcommittee ASPR l5-20U.2(bb) 
Training and Educational Expense 

Ref : (a) Report of Subconmittee of 12 July 19$6 

End: (l) Proposed language for ASPR l5-20U.2(bb) 

1. Reference (a) was considered \>y "the ASPR Comaiit tee at their 
meeting on 31 July 1556. A number of recomTiiendations were made 
which the subcoiiimittee has endeavored to incorporate in 
enclosure (1). . . 

2. It is probable that sutpai-agraph e of enclosure (1) will also 
be included in ASPR 15-20U.3 - Unallowable Costs and referenced 
back to ASPR l5-20U.2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense, Office of 'lanpowor Supply, it being the 

• understanding of the Subcommittee that the ASPR Comiittee would 
do so. 


Committee Memb ers 

i'lr. Paul ii. Southwell, AFMPP 

Mr. Thos. B. Worsley, Armj' Ord. 

Mr. VF, L. Latta, AFAUD 

Mr. James Ruttenberg, NAVCOMPT(CAD) 


%. 'C. Sawalliscn, Chai: 


l5-20U»2(bb) - Training and 5ducatiorial Sbq^enses 


a. The costs of preparation and maintenance of a prosram of instruction 
at non-colle:'?e level designed to increase the vocational effectivenss of 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable • In both instances, costs may 
include salaries or wages of trainees during r egular working hours* 

b* The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
unier -graduate or post-graduate college level are allovxable as follows: 

1* Tuition, fees, training materials and textbooks; or, in lieu 
of tuition, instructors' salaries and the related share of indirect 
expense, provided Uiat the sum thereof is not in excess of the tuition 
vihich would have been paid to the participating educational institution* 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 1^6 hours per year where circum- 
stances do not. permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection x^ith 
scientific am- engineering e ducat djDn related to the job requirements of 
bona fide erniployoes, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. In unusual 
cases ytere required by military technology, the period may be extended. 

d. Maintenance expense and norml depreciation or fair rental on 
facilities omed or H^ased by the contractor are alla'/able to the extent 
that such facilities are used under programs falling within a or b, above* 

e# Tho costs of training .and education of other than bona fide 
employees are not alloT^Table• 

f . Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, 
are considered a s contributions and will be treated as provided under 
^ASPR l5-20ii.3(c)^ 


Enclosure 1 


DS?ARriEi'!T CF TfI3 NAVY ) 
0FFIC3 OF i;IAVAL ll^TSRIAL 
WASHINGTON 2$, li. C. 

M36/ACS:11 
12 July 1956 

MEMORANDUM FOR TIE GKAIimN, ASPR COJE'ITTS?! 

Subj; Case 53-UU - Special Subcomiiiittee ASPR l$-20U^2(bb) Training 
and Educational Expense 

End: (1) Proposed draft as agreed -upon by i4r 4 VJ. L. Latta, AFAUDi 
Vx. James Ruttenberg, Navy CAD, and A* C, Sawallisch, 
Navy ONM* 

(2) Discussions in support of enclosure (1)« 

(3) Proposed draft of Memorandum to the Secretary of Defense 
or other competent authority for ruling on the disputed 
portion* 

(U) Proposed draft as agreed upon hy Mr* Paul Southwell, Ah^^Pj 
Mr. Thomas 3, vJorsley, Army Ord, and Mr. Albert Kay, Office 
of A3TSEGDEF(:\IA;;PC\T/v & RjoEaVi:.) 

(5) Discussion in support of enclosure (U)# 

(6) Proposed Section ASPR l5-20U*2(bb) presented by Mr. Ken Borgen, 
Navy . Ind\j5 trial Manpower, and discussion in support thereof ♦ 

1. The Special Subcommittee appointed by the ASPR Comidttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 
Costs should be allowed is unable to come to complete a.-^reement and the 
diverse opinions are being presented to the ASPR Committee for resolution^ 

2. Agreement has been reached, with some (differences in language, to 
allow the costs of (i) vocational training, whether it be "in-plant" or 

in vocational or trade schools, i.e., the training of welders, electricians, 
machine operators, etc., and (ii) training of a short term nature which 
is necessary to meet an immediate, clearly defined need of the con- 
tractor in connection with a specific engineering, production or adminis- 
trative problem.^ The latter type of training may be in the plants or 
■laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools • 

3* The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curriculum leading to higher academic degrees rather than to meet an 
immediate need of the contractor. Enclosvxes (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy which permits the acceptance of 
such costs and are of the fvirther opinion that policy making in this 
field, being of a National intorest, shotild be undertaken by those in 
the Government charged with respect to education and training rather than 


) 


by purchasing and accoxinting personnel. Snclosures (U) and {$) 
present the position of the group which would allow such costs, together 
with standards and limitations for allowability thereof. Enclosure (6) 
is a draft of proposed ASPR Section l5-20U.2(bb) submitted Ty Mr, Ken 
Borgen, Navy Industrial Marq)ower, 


Committee^ Members 

• Mr* W» Latta, AFAUD 
Mr. Janes Ruttenberg, Navy CAD 
Ifr. Paul li. Southwell, AtTIPP 

Mr» ThoSi B. VJorsley, Army Ordt 

Coordinated with: 

llr. Albert Kay, QASD(MP&R) 

Mr, Ken Borgen, Navy Industrial Ifenpower 
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l$-20U.2(bb) Training and Educational Expense » 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an im-nediate, clearly 
defined need of the contractor, such as training to overcome a particular 
engineering, production, or administrative problem* It may be carried 

on in plant, in trade or vocational schools or in technical institutions* 
The costs of preparing and carrying out vocational training courses may 
include the salaries or wages of the training director and staff; 
training material and text books vhen the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular working hoiurs. Costs may also include the salaries or wages ^ 
of^'trainees for tijme spent duringregular working hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or technical training institutions* 
Such costs are allowable when reasonable and properly allocated to all 
work of the contractor, 

(b) The costs of educational and general training pro.'^rams of a 
type aimed primarily at increasing the general educational or skill 
level of trainees, rather than solving immediate specific problems are 
not alloxsrable. This includes the general area of long range management, 
executive or professional training programs and. scholarships, fellow- 
ships or other emoluments to employees or others • 


Enclosure (1) 


DISCUSSIONS IN SUPPORT OF ENCLOSURE (1) 


!♦ It is the opinion of the undersigned that under existing, policies 
there should be separate treatments for expenses in connection with 
vocational training; i»e«, training of supervisors, machine operators, 
welders, electricians, etc. and the education in technolorical fields 
of engineers, scientists, etc* 

2* It has long been the practice cf industry to support the expense of 
vocational trai .Ingt This practice had its recognized acceptance in 
the guild and apprentice systems i^ich have for ^-ears been a part of 
union agreements* An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen and foremen became 
acute and the Armed Services established a policy of accepting a pro- 
rata portion of such costs in connection with Defense contracting* It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear that training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where smallfirms find it impratical to conduct 
**in-plant" vocational or technical training. 

3* ^hile the undersigned do not question the need for development of 
more and better engineering and scientific personnel, they do not 
consider that the policy heretofore followed in regard to vocational 
training e^enses should be autoroatiailly applied to educational costs 
in the professional and academic fields without a delineation of 
policy by competent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going to' be substantial and their acceptance in cost-type contracting 
would make their acceptance in redeterminable and incentive type contract- 
ing almost mandatory • 

- U. A proposed paragraph ASPR l5-20li.2(bb) is attached as enclosure (1) 
which would allow the cost of the type training discussed in paragraph 2 
above and not allm the costs of the type discussed in paragraph 3 above • 
It is in connection with the type of costs discussed in paragraph 3 above 
that the Comiiiit.tee cannot come to agreemiont. i^nclosure (3) is a draft 
of a memorandum wliich the ASPR Committee may wish to submit to competent 
authority for a statement of policy* 


Snclosure (2) 


rM^ORAHDWl FOR THE SECH:^ARY OF DEFENSE 

Sub j : anplOj; ec Educational Costs Incurred by Defense Contractors 

1, The stopped-up production r-quirements during World War II created 
a demand for skilled craftsmen such as welders, electricians, etc, that 
could be met only by extensive training courses, most of which were 
conducted on an "in-plant" basis, A policy to accept such training 
costs in connection with Defense contracts was established and has been 
continued, 

2, The current demand by industry for more and more engineers and 
scientists to produce thetighly technical military items now in use 
and to carry out the extensive research and developnient programs is 
well knam. recent .study by the Phoenix, Arizona, Ciiamber of 
Comoierce stated that this years graduating class would fall short by 
50,000 man. In an effort to meet this dranand numerous educational 
programs, both graduate and undergraduate are being instituted and 
given financial support by industry and our procurins activities are 
faced with the problem of how much, if any, of the costs of such programs 
should be allowed in the costing or pricing of Defense contracts. The- _ 
fo Hoiking excerpts are taken from an article on the subject in the May 26 
"Business Week." 

"I'lar^r companies have set up programs to s end a few of their more 
highly talented engineers to graduate schools full-time. Others are 
plannir^ to send their -mineers to special graduate courses a few hours 
a week, on company time. Some arc trying to persuade graduate school 
facilities to set up off -campus schools for their engineers by offering 
to build facilities and pay instructors." 

Convair Division of General Dynamics Corporation is working hard to 
persuade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has promised aid 
in funds, couipment, and pay for the faculty. Unofficial estinatos put 
the cost of building the center at close to i^h million." 

General Electric is just establishing a program which "will send 20 
engineers to Syracuse University and UO to Rensselaer Polytechnic 
Institute to work for their doctorates. It will pay the cost of their 
tuition and books, put them on the caapany pay roll and they will get 
seniority and credit for any benefits that might accrue to them," 

Syracuse University is ©peratin:: three branches; one at Griffs 
Air Force Base at Rome,' NowYork, for Air Force engineers and General 
Electric engineers ftom a nearby plant j the second and third at Endicott 
ani PoughkeePsie, New York, for I.B.M. engineers. The Air Force and IBM 
supply classrooms on their own properties and the two caapanies and the 
Air" Force foot the bills for faculty salaries, travel and overhead. 


EncloBwe (3) 


. ) 

•Rensselaer Polytechnic is op^^rating a graduate school near Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation. 
80/1 of the students are United Aircraft Corporation employees and the 
United Aircraft Corporation is unden<rriting the experiment for five years. 
The cost to the canpai^ is about i(i>l,000 a year per student, 

A recent Raytheon Manufacturing Coiiipany plant publication announced 
availability to their science and engineering eii?3loyees of educational 
grants at M.I.T. and Harvard. Grants willcover full tuition, fees, book 
alloi'7anco and a monthly salary of ^2U0 while in residence at the school. 
Undergraduate students are also considered if working for a science or 
engineering de:;ree and plan to join the company upon graduation. 

3, Obviously, the costs to industry'- for support of these programs will 
become significant, particularly in the aviation, guided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortage of engineers and scientists is greatest, and it is in those 
fields'^vrtiere the military departments are the principal customers. 
Assuming, therefore, that such costs were accepted, even. on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
material would be spent in support of educational progr,ams. 

U. It is well known that the present National policy is to encourage 
industry-, colle:;es, universities, and foundations to give support to 
any program designed to increase the quantity and quality of engineering 
ani scisntific personnel. It has not been noted, however, that any 
Government financial support has been made available for vhe furtherance 

of such programs. A nvimber of questions therefore present themselves 
in connection with the possible acceptance of such costs in our contracting. 

a. If it is determined that the National interest requires a 
Government subsidy for engineering and scientific education, should the 
subsidy be administered through private contractors, thereby workir^ to 
their individual competitive advantage, including a profit on their 
participation in the program, or should it be administered directly by 
the Goverraienb • 

b. If participation is to be tlirough the allowance of the cost in 
Defense contracting should such support be limited to (i) specific fields 
and, if so, which fields; (ii) which types of cost should be allowable, i«e. 
tuition, laboratory fees, salaries paid to instructors, text books, 
compensation of students while in attendance, ccst of scholarships, etc; 
(iii) should Defeniic participation be limited to. a «''>ccified ratio of 
total contract costs? 

5. Procurement and audit policies and procedures in this area are greatly 
in need. It is iry opinion, however, that some basic policy which could be 
prescribed from answers to the question proposed above must first be 
established. Since this is an area coming within the purview of your 
office, I will greatly appreciate an expression from you as to the policy 
we shou.ld pursue. 
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l5-20[i.*2(bb) - Training and Educational Expcnsos 

at Preparation and maintonancG of a program of instruction designed 
to increase the vocational effectiveness of onployecs include the salaries 
of the director of training and staff, training materials and textbooks 
when tho training program is conducted by the contractor; and tuition, 
fees, training materials, and textbooks, when the training is of a non- 
colloge level in institutions conducted by other than the contractor • In 
both instances, costs may include salaries or wages of trainees during 
regular working hours, 

b. Part-time technical, engineering^ and scientific education at an 
under- gradiiatc or post-graduate college level as follows: 

1, Tuition, fees, training materials and textbooks • 

2t lA/here circumstances do not permit education after paid 
working hours, rcgiilar employee coTfJensation is also 
allowable for instruction not in excess of a total of 
156 hours per year, 

Ct Tuition, fees, training materials and textbooks (but not sub-^ 
sistenco, salary, or any other emoluincnts) in connection with scientific 
and engineering education of bona fide employees on a full-time basis 
at a post-graduate college level for a total period not to exceed one 
school year. In unusual cases where required by militarj'- technologj'-, 
the period may be extended. 

The costs of training and education of other th?.n bona fide 
employees, including scholarships and fellowships, are not allowable •J-^^ 


""Jr This paragraph could be t ransf erred to part of Section XV covering 
unallowable costs. 


Enclosure (U) 
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Discussion in Support of Enclosure (U) 


The . undersigned representatives of Army and Air Force join in the 
following staff report and recommenda'tions* These are concurred in on 
a staff basis by the representative of the Office of the Assistant 
Secretary of Defense (}iP<ScR)» 

It is the opinion of the undersigned that the ASPR Committee desires 
a recomjTiendation of policy regarding allowance of the expenses for train- 
ing technical, engineering "arid scientific personnel as well as "vocational 
training," i«etj training of jmchinists, welders, electricians, etc« The 
iindersigned feel ttet the ASPR Subcormnittec on Training Costs was assigned 
the task of developing and proposing a policy on a staff basis, and x^as 
not expected to side-step the issue by requesting higher authority itself 
to do the ground -work toward establishing said policy # This is made amply 
clear in "Instructions to and Duties of ASPR Subcomraittees, " dated 30 August 

It seems to the undersigned that the group presenting Enclosures (l), 
(2), and (3) base their tliinl<:ing on tlx unrealistic position thp.t the 
training of welders is more important tlian the traning of scientific and 
engineering personnel* We believe this position is luitenable from the ' 
standpoint of assuring the delivery of high quality end -items on a timely 
basis • The national need for a substantial increase in quality and quan- 
tity of scientific personnel is too well known to require^ elaboration* 
The President and other principal officials of the Executive Branch ha.ve 
expressed concern over the problan as a key factor in maintaining techno- 
logical supremacy* Objective measures of industr^,^'s needs are reflected 
in the classified sections of the daily newspapers and in industry's 
frantic efforts to recruit the graduates of engineering schools* 

In the face of these shortages, industry has in the last few years 
fostered college and post-graduate level training of their oxm employees 
as the most imraediatc and direct way of meeting their production problems, 
and the demand for products of ever increasing quality and complexity* 
This is particularly true in military applications of nucleonics, aero- 
nautics and electronics* 

As a matter of general principle, it seems to us tloat costs incurred 
in such a training program are valid costs of production which . will rosxilt 
in better performance on military contracts. The proposed policy sot forth 
in Enclosure (U) is designed in best interests of the Government, with due 
consideration of fairness and equity to industry. It does not allow all 
educational and training costs at the odLlegc and post-graduate training 
level* It takes due account of comiaercial practice in today's situation* 
At the same time, it limits and defines the allovjability of such costs 
and requires the contractor to bear his own share thereof* 

There appears to be ap;reoment between the group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures and (5) regarding 
allowability of costs of non-collegiate training* 


Enclosure (5) 


Tho riajor point at issue is the allor-jabLlity of costs of college 
and post-graduate level scientific and engineering trainine* Paragraphs 
b arri c of Enclosure (I4) place limits upon the allowability of such train- 
ing, whether it be part-time or full-time % Paragraph b defines the types 
of "^expenses allowable and' the amount of part-timo training for which an 
employee may be compensated* Essentially, it allows for costs of tuition, 
fees, training materials and textbooks, because the most common practice 
is for education after paid working ho\irs, I'Jhere circumstances do not per- 
mit education during paid working hours, regular employee compensation is 
also allowable not in excess of 1^6 hours per year. This is the approxi- 
mate equivalent of one 3-hour course per woek^ 

Paraf;raph c of Enclosure (U) deals with scientific and engineering 
education on a full-time basis ♦ It recognizes that such arrangements are 
occasionally necessary^, but prescribes reasonable limits of allowabilityt 
It limits reimbursabiiity to bona fide employee; to training in scien- 
tific and engineering areasj to post-graduate training alone; and total 
roimbursemont to one school year \inlcss required in unusual cases by mili- 
tary technology* Most important^ it limits Government payments to the 
educational expense alone, (itO^, to tuition^ fees, etc^,), leaving the 
contractor to inc\ir the cost of caupensationg Since the Government's costs 
in those very special instances will be on the order of a pro -rated part 
of ia,000 per year, while the contractor's share for compensation is likely 
to be at least of an order of -^o^^OOO per jrear (typical salary of an in- 
experioixed engineer), it is felt that contractors will not incur such 
costs unless there is some positive benefit. 

In general, it is felt that the distinction made in Enclosure (1) and 
(2) between long range and immediate needs is a fictitious one. The need 
for more and better scientific and engineering personnel - and the educa- 
tional programs designed to meet such, needs - is in a real sense imm-ediate# 
It is just as immediate and certainly more important than the need for 
training welders, from the standpoint of obtaining the complex military 
equipment needed in today's situation. Actually, the government is in many 
cases allowing costs of college and post-graduate training, b-t not on a 
uniform basis and certainly with no clearly defined limitations and stand- 
ards. 

The undersigned therefore recomnend the adoption of the policy set 
forth in Enclosure (U) for incorporation in ASPR 15-20U.2 (bb), "Training 
and Educational Expenses*" 


/s/ Thomas B, Worsley /s/ Paul M> Southwell 

Thomas 13, Worsley, Army Paul M. i^^outhwell, Air Force 

Procurement Member 

/s/ Albert Kay 
Albert Kay, OASD " (iMR) 
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l5-20U#2(bb) " Tr aining and Educational Expenses 


at Preparation and inaintonance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, foes, 
training materials, and textbooks, when the training is of a non-college 
level in institutions conducted by other than the contract or* Inboth 
instances, allowable costs may include salaries or wages of trainees during 
regular working hours* 

b. Certain part-time; technical, ciigincering and scientific training 
costs of a college level arc allovjable in cases wlxre the training is 
required for contract performance and is directly related to the job 
requirements of the employee as follows: 

(1) Tuition, fees, training materic^ls and textbooks. 

(2) Employee compensation is allowable during regular working 
hours for instruction not in excess of a total' of 1$6 
hours per year in cases where circumstances do not permit 
training after paid working hours. 

Cf The costs of general educational programs of a college level, 
including scholarships and f ellovjships , and the costs of training and 
education of other than bona fide employees are not allowablci 


The above appears to me to be in line with industry practice, reasonable, 
equitable, and to provide incentive to contractors for the economical 
use of Government funds in that rigid limitations are established for^ 
payment of costs of training of engineering and scientific personnel in 
terms of relation to contract performance^ 


Enclosure (6) 
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. MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44 — Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcointnittee con- 
sidered it preferable to place the material set forth in pro- 
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
^ich would become unnecessary to retain ^en Parts 3, 4, and 
7 are developed on the same bases as the proposed new Part 2 . 

3. The edited Part 2 of Section XV, dated 20 i^ril 1956, 
was furnished to you with memorandum of 26 April 1956 and - 
was subsequently corrected as indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee reccmmends that the attached 
Part 1 be released for publication simultaneously with Part 2. 


Charles W. Wilkinson George W. Markey, Jr. John W. Perry 
Lt. Colonel, SS JAG Navy Member Air Force Member 

Army Member Chairman 


End 
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SECTION XV 
CONTRACT COST PRINCIPLES 

15-000 Scope of Section . This Section sets forth principles and 
standards for the determination and allo\aance of costs in connec- 
tion with the performance of cost -reimbursement type contracts 
and cost-reimbursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability . Subject to ASPR 15-102, the provisions of 
Part 2, Part 3, Part 4, or Part 7 of this Section (whichever Part 
is applicable) shall be followed in connection with all cost- 
reimbursement type contracts (including cost-reimbursement sub- 
contracts thereunder); however, when deemed by the Head of a 
Procuring Activity concerned to be more suitable for a particular 
contract, Part 2 may be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section III, Part 7, as to negotiated overhead 
rates). The term "cost-reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost-plus-a-fixed-fee contracts, cost-plus-incentive- 
fee contracts, and the cost-reimbursement portion of time-and- 
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15-102 Contract Provisions . 

15-102.1 General. Part 2, Part 3, Part 4, or Part 7 of this 
Section (xAichever is applicable) shall be made a part o^ every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the contract, 
or incorporating it by reference in the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow- 
able under the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide 
for the allowability of any of the kinds of costs 
I referred to in Part 5 of this Section unless any . such 
cost is expressly excluded under Part 3 or 4 (which- 
ever is applicable). 


21 June 1956 


MEMDRANHJM FOR? CHAIRMAN, ASPR OOMMITTEE 

SUBJECTS Revision of Part 2^ Section X7 (Case 53-44) 

la This Ifemorandum, commenting upon proposed paragraph 15**20i4«2(7) 
concerning the reimbursement of taxes for certain cost contracts^ is sub- 
mitted in compliance with the assignment by your Committee of 5 June 1956o 

2« This Memorandum represents the unanimous opinion of the Tax Sub- 
committee • 

3* It is recommended that the first sentence of subparagraph (1) include 
a reference to taxes of foreign governments, inasmuch as Part 2 of Section X7 
is sometimes incorporated into contracts requiring performance in foreign 
areas • Such contracts sometimes do not have special tax clauses or have un- 
comprehensive oneso The first sentence of subparagraph (1) should readi 

"Taxes are charges levied by Federal^ State, local, and foreigi 

governments 

4« The last two sentences of subparagraph (2) should be revised as 
follows s 

"Reasonable expenses of any administrative or judicial proceed- 
ing instituted or defended by the contractor, pursuant to the 
instructions or with the approval of the Contracting Officer, 
for the benefit of the Government are allowable costs. Interest 
and penalties incurred by the contractor also are allofrable, 
either (i) incurred by following the instructions of the 
Contracting Officer, or (ii) in the absence of instructions from 
the Contracting Officer, if incurred without the fault or negli- 
gence of the contractoro" 


SUBJECTS Revision of Part 2^ Section X7 (Case 53^44) 


This language will permit the reimbursement of costs of litigation and of in- 
terest and penalties in a number of situations where such costs are incurred for 
the baiefit of the Government and without any fault of the contractor. As the 
paragraph now reads, there is serious doubt whether reimbursement would be allowed 
in a number of typical circumstances, including the following? (1) for interest 
and penalties incurred by a contractor for nonpayment of a tax where the Con- 
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in- 
terest and penalties! (2) for costs incurred by a contractor in defending a 
suit for collection of tax brought by a taxing authority, in contrast with a 
suit for refundj (3) for costs incurred by a contractor in taking reasonable 
action pending receipt of instructions from the Contracting Officer. The sug- 
gested language will make the reimbursement of costs of litigation and of 
interest and penalties parallel, insofar as possible, to the treatment of 
these costs in the proposed tax clauses for fixed price contracts. 

5. It is recommended that the following sentence be added to subparagraph 

Oh 

"Any interest actually paid or credited to a contractor incident 
to a refund of tax, interest and penalty shall be paid or 
credited to the Government only to the extert that such interest 
accrued over the period during which the contractor had been 
reimbursed by the Government for the taxes, interest, and 
penalties." 

The purpose of this provision is self-evident. However, it is a refinement that 
maybe deemed innecessary for cost, contracts. 

6o Ftr your convenience, there is attached hereto a copy of proposed para- 
graph 15-204«2(y) as the Tax Subcommittee recommends that it be amended. 


MARK Ho BERENS 
lat Lt., JAGC 

Acting Chairman, Tax Subcommittee 
Incl. - Draft of paragraph ' 
15-204.2(y) 


Proposed paragraph 15-204o2(y) as recommended hy Tax Subcommittee 
(y) Taxes » 

(1) Taxes are charges levied by Federal, State, eap-leeal ^local^ and 
foreign/ governments o They do not include fines and penalties except as other- 
wise provided herein « In general, taxes (including State and local income 
taxes) which the contractor is required to pay and which are paid or accrued 
in accordance with generally accepted accounting principles are allowable, 
except forg 

(i) Federal income and excess profits taxes | 

(ii) taxes in connection with financing, refinancing or refund- 
ing operations (see ASPR 15-204«3(g))s 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based :on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweigjis the corresponding 
benefits accruing to the Qovemmenti and 

(iv) special assessments on land irtiich represent capital im- 
provements # 

(2) Taxes otherwise allowable under (1) above, but which may be. il- 
legally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such tastes s 


' Subpara (y) Taxes (cont'd) 

(i) promptly requests instructions from the contracting officer 
concerning such taxes | and 
(ii) takes all action directed by the contracting officer^ includ- 
ing cooperation with and forihe benefit of the Government, 
to (A) determine the legality of such assessment or, (B) 
secure a refund of such taxes o 

iteaeeHabae"eeet6--ef--aRy-aueh-ppeeeedl«g-j:Be»i»ttted->by- t h e 
diree*t«8t-ef--the-eeBt*»ae*iHg-^#ieeF-»e-aliewabaev--ii^^ 
i»6tt»ed-by-a-6e»tyaetey-by-yeae9R-ef-the"neRpayaeRt-ef-aBy"tax .di y ee- 
%4eH--e#-tfee-e^f»%9aet3ing--ei^ieea>-aaf>e-alee-all0wable« ^sieasonable expenses of 
any administrative or judicial proceeding instituted or defended by the con- 
tractor, pursuant to the instructions or with the approval of the Contracting 
Officer, for the benefit of the Government are allowable costs o Interest and 
penalties incurred by the contractor also are allowable, either (i) if in- 
\ curred by following the instructions of the Contracting Officer, or (ii) in 

the absence of instructions from the Contracting Officer, if incurred without 
the fault or negligence of the contractor 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Govenment^ ^j[nj interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, and penalties 
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MBMORAinXM FOR THE CHAIKMAH, ASPR COMIITTEE 

SubJ: Reviiion Of ASPR 12-202 to Conf ora to Proposed ASPR lS-204.2(a) 
(Oyertlow, Extra-Pay Shift and Multi-Shift Work) - Casa 53-44 

1. Porsuant to Item 12 of ASPR mnates of 9 May 1956, the subject aaterlal 
has been edited as set forth in TAB A. 

2. In ASPR 12-102(b)v the Edited Conittee ha^ deleted the word "generally«S 
thus requiring prior authorizatlic^ for premluta work in ell pbst-iward instances, 
so th4t subparagraph (b) is now consistent witd the concMt adopted in ASPR 
15-204.2(n). 

3. InasiBuch as the draft subalttiid to the Editing Connit tee desired the 
word **firm'* to be inserted "wherever language is intended to apply only to 
firm fixed-price contracts/' the Editing Committee has appropriately added 
fixed'-price incentive contracts in <b)(ii); but did not Isiel that it was the 
intent of the subject matter to include fixed-price contracts with escelation 
in (b)(ii), as well. 


Lt. Col. Charles W. Wilkinson 
An^y Member 


John Green John H. Perry 

Chairman Air Force Meaber 

Havy Member 


Incl. TAB A 


OGC/JG:clc ASPR Case 53-44 

6/20/S6 

12-102 Overtime. Extra«Pay ShlftZ md Haiti -Shift Work . (•) Con- 
tracts shall be perfomed, so far as possible, wltfaoot the usa of overtlise, 
extra-pay shifts, or miltl-shlfts. Overtime, extra-pay shifts, and maltl- 
shlfts when required shall, to the extent possible, ha limited to, and be 
the minimum required for, the aeedigpllsfaBent of the specif Icvwork. In 
the negotiation of contracts, the use of overtlm, extra-pay shifts, and 
nnltl-shlf ts Is a factor to be considered by the contractliq; officer along 
with other factors listed In ASPR 3-101. Prior to the authorization of 
overtime, extra-pay shifts, and maltl -shifts, whether in pre-award negoti- 
ation or specific post-award tnstaneev, consideration snatr be given to 

0 

the practicability of using other sources for the furnishing of all or a 
portion of the supplies or services. 

(b) In the case of firm fixed-price contracts or fixed-price 
contrects with escalation, the responsibility for the use of overtime, extra- 
pay shifts, and multi-shifts shall rest with the eontraeter except to the ^ 
extent specif Icelly provided for In the eontraet. In the ease~of: 

UX_jCOJt-reimbur8e8imt type ccmtractt; mad 
<ii) redetenlnable f ixttd-prlce coiitr«et8 mnd fixed^prlce 
Incentive eoatract87 to the -extMt raq^ the ceatrectlng officer; 

e^thorlsetlon ^OB the for the uee of over tine, extra-pey shifts. 


b*H:<msl4ftrfi,,.Sndbr^ Such ai^ami^mistmc^dtt^ b« obtained prior 

to tho us* of ov«rtiBM» oxtra-pay shifts, and multi -shifts. Tha pramium 
portion of ovartiM, axtra-pay shift, and multi-shift payaanta to indiract 
labor anployaas is allowabla without prior approval » if raasonabla and 
allocatad on a pro rata baaia to coaiBarcial aa wall as Govarnmant work, 
for furthar raquiraaanta, aaa ASPR 15-204.2(n). Nothing harain shall ba 
construad to authoriza tha pramium portion of ovartima» axtra-pay ahift 
and multi -ahift paymants vfaara tha contractor is alraady obligated undar 
tha contract to maat tha dM»d daliyary schadula without tha right to 
additional conpansation. 

(c) In tha absanca of avidanea to the contrary, a Dapartmant 
in authorising ovartima, axtra-pay shifts, or multi-shifts may ganarally 
raly upon tha rapresantation of tha contractor that such authorization 
will not advarsaly affact tha parformanca of ethar dafanaa contracts. 
Howavar, whara two or mora Dapartmants hava currant contracts at a singla 
facility ao schadulad that tha authorization of ovartima, extra-pay shifts, 
or multi-shifts by one Departaant may adversely affect the performance of 
a contract or contracts of another Department, the Department deairing to 
give such authorization ahall obtain the prior assent of the other Departments 
concismed. Such aaseat ahall bi |ivei wherever possible. In any caaa where 
disagreement exists between the Departments concerned, either Department may 
refer the problem to the Assistant Secretary of Defenae (Supply and Logistics) 
for daciaiott. 
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TAB A 


2 May 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASPR 15-204.2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Work) 
Case 53-44 

As requested at the April 6 meeting (see Item 1, ia.nutes, April 6 
Mtg), the Staff has examined ASPR 12-102 to determine whether any re- 
vision thereof is neoessary to conform to the proposed oost principle 
relating to the above subject* 

It is concluded that a change should be made in ASPR 12-102 (a) to 
indicate that in cost-reimbursement type contracts, prior approval is 
required for allowability of costs incxarred in the payment of premium 
wages for direct labor, while such approval is not required in the case 
of similar payments for indirect labor. 

It is proposed that ASPR 12-102 (a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets )# 

It is also recommended that the following editorial changes be made 
in ASPR 12-202 at the same time: 

a» Substitute the words "Department of Defense" for "each Depart- 
ment" in stating the policy* 

b* Insert the word "-reimbursement" after ^bost*' wherever reference 
is made to "cost type contracts" or similar expressions* 

c. Insert the word "firm" in front of the words "fixed-price con- 
tracts" wherever language is intended to apply only to firm fixed-price 

contracts o 

d» Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to current editing rules • 

e. Include a cross-reference to ASPR 15-204«2(n)« 

W. K. Qiormley / 
Brigadier General, 
Chairman, ASPR Committee 

Attachment 


C0MP0SIT3 DEIAJT OF ASPR 12-102 
SHOiaNG RECQWL ENDED CHANGES 


12-102 Overtime^ Extra-Pay Shifts and Multi-Shift Work> It shall 
be the policy of eaek ^thej/^ Department £^ot Defense^ that contracts will 
be performed, so far as practicable, without the use of overtime, extra-pay 
shifts, or multi-shifts. Overtime, extra-pay shifts, and multi-shifts when 
required shall, to the extent practicable, be limited to and be the ininimum 
required for, the acccmiplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-pay 
shifts, and multi-shifts is to be considered a factor by the C^rja^aetirBg 

^contracting officer^ along with other factors listed in ASPR 
3-101. Subsequent to the placing of a ^tirmj fixed-price contract, tho 
responsibility for the use of overtime, extra^pay shifts, and multi-shifts 
will generally rest with the 6eB.49ae4eF ^contractor^^ On cost ^^reim- 
bursements type contracts, and to the extent required by the Centwie^iBg 
©##4«oF ^contracting officer^ on re determinable fixed price contracts, 
however, the authorization from the Government for the use of overtime, 
extra-pay shifts, and multi-shifts must be obtained to sustain the charge 
of any premium ^direct^ labor costs to the contracts Such authorizations 
shall generally be obtained prior to the use of overtime, extra-pay shifts, 
and multi-shifts. ^The premium portion of overtiiie, extra-pay shift, and 
multi-shift payments to indirect labor employees is allowable without 
prior approval, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work* Further requirements for allow- 
ability of such costs are set forth in ASPR 15-204#2(n)*S Prior to the 
authorization of overtime, extra-pay shifts, and multi-shifts, whether in 


TAB A 


pre-award negotiation or specific post-award instances consideration should 
be given to the practicability of using other sources for the furnishing of 
all or a portion of the supplies or services • 

(b) 1/i/here two or more Departments have current contracts at a single 
facility, so scheduled that the authorization of overtime, extra- pay shifts, 
or multi-shifts by one Department will adversely affect the performance of 
a contract or contracts of another Department, the Department concerned will 
wherever practicable agree in advance as to the authorization of such work. 
Ordinarily, in the absence of evidence to the contrary, a Department in 
authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 
representation of the 6<9R«Paet<9F /"contractor^ that such authorization 
will not adversely affect the performance of other defense contracts. In 
any case where disagreement exists between the Departments concerned, either 
Department may refer the problem to the Assistant Secretary of Defense 
(Supply and Logistics) for decision^ 

(o) The policy stated above shall not be construed to limit the use 
of or payment for emergency overtime work as may be required. Nothing 
herein shall be construed to authorize payment for overtime, extra-pay 
shifts and multi-shifts where, under an existing contract, the 6ea«iSM«^9 
/*'oontractor_7 is already obligated without the right to additional com- 
pensation therefor to meet the desired delivery schedule, even though it 
is necessary for such a contractor to use overtime, extra-pay shifts or 
multi-shifts to meet such schedule. 
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OGC/GWM:lwt 
26 April 1956 


MEMORANDUM TO CHAIRMAN, ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been completed 
and a copy of the edited Part is attached hereto. 

Z, The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting 
of Tuesday^ April 24, 1956, by the insertion of the words **under any 
such plan" in the last sentence of this paragraph after the word "allowable. " 
It is understood that this paragraph is subject to the statement to be in- 
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries on Action Paper No. 15 (Summary of 
Meeting NOc 25 - Department of Defense Material Secretaries Council, 
12 April 1956); and; also, that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have been made in the attached 
draft: 

15-200 Fifth line, the insertion of a comma after "subcontractors." 

15-204, 2(k) — JFirst, second, and third lines of first sentence, commas 
replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) — First line, insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204, 2(d) referred 
to above. 

— • Last complete line, comma deleted. 

15-204. 3(b) — Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "prpgr^,m.s. " 

15-204. 3(k) — Third line, the word "or" corrected to "of. " 

GEORGE W. MARKEY, JR. . 

Navy Member 

Chairman 


OGC/GWM:lwt 
20 April 1956 


Part 2 - Supply, Service, and Research, and Development 
Contracts, with Commercial Organizations 

* 

15-200 Scope of Parte This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursenment type contracts and cost- reimbursement type subcon- 
tracts thereunder for procurement of supplies, services, and research 
and development work, with contractors or subcontractors, other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply. 

15-201 Basic Considerations. 


15-20L 1 Composition of Total Cost. The total cost of a cost- reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201. 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles and practices, (iii) 
significant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as| to types or amounts 
of cost items. 

15-201. 3 Credits e The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202. 1 General. Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering services, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the 


resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202. 2 Direct Material Costs. Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202. 3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202. 4 Other Direct Costs. Other items of cost may, in particular cases, 
be^ clmrged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the- contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs , 

15-203. 1 Gene ral. (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability, 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involve dp The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order 
to be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con- 
sistently, and produce equitable results. A previously acceptable method 
shall be subject to reconsideration when: 
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(i) any substantial difference occurs between the cost patterns 
of work under the contract and other work of the contractor; 
or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset improvennent pro- 
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes, the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but in no event longer than the contractor's 
fiscal year. When the contract is performed over an extended period of 
time, as many such base periods will be used as will be required to represent 
the period of contract performance. 

15 203. 2 Indirect Manufacturing and Production Costs. Indirect manu- 
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in- 
direct manufacturing and production costs on a time basis, such as direct 
labor man-hours or machine -hours , is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work) units processed, and prime 
costs of units processed^ Departmentalization or the establishment of cost 
centers may be necessary in order to allocate the indirect costs equitably. 
Factors to be considered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203. 3 Indirect Engineering Costs . Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs naay arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(u)(4) ) on the basis of direct engineering man-hours ex- 
pended, direct engineering labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi- shift work), or some other equitable 
basis. 

15-203. 4 Selling and Distribution Costs. Selling and distribution costs 
arise through marketing the contractor's products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)). However, 
subject to the other provisions of this Part, costs in this category, in- 
cluding supervisory and clerical costs, which relate to technical, con- 
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor's products, rather than 
pure selling, are allowable if a reasonable benefit to Government con- 
tracts is demonstrated* Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on cm equitable 
basis. Because of the special problems that arise in this area, the con- 
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Government contracts, 

15-203. 5 General and Administrative Costs, General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor, using any recognized method of allocation 
if equitable results are thereby obtained. Allocation of general and 
administrative costs on a total cost incurred basis (exclusive of general 
and administrative costs) is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro- 
priate include allocation on the basis of: 

(i) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method is available). 
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15-204 Principles and Standards for Selected Items of Cost, , 

15-204.1 General. Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applica- 
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
aiiility shall be based on the principles and standards set forth in this Part 
and/ where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising CostSc Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (s) below. 
All other advertising costs are unallowable, 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or pro- 
posals on potential Government and non-Government contracts or projects, 
including the development of engineering and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both' successful and unsuccessful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; however, the 
contractor's established practice may be to treat bidding costs by some 
other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertaken on the contractor's premises pursuant to suggestions or re- 
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor. Costs of capital assets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contributions to local 
civil defense funds, or to projects not on the contractor's premises, are 
unallowable • 

(d) Compensation for Personal Services ^ Compensation is allow- 
able. The term "compensation*' includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
and in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
below), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. 'Also, the amount allowable under any such plan for apportion- 
ment to contracts in any one year shall not exceed: 

(i) the amount contributed under the plan for that year; 
or 

(ii) 15% of the total compensation otherwise paid or 

accrued in that year to the individuals covered under 
the plan; 

a 

whichever is the lower. 
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(e) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset* less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that 
the amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954; or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes had such 
organizations been subject to the payment of income tax; 
and in either case 

(iii) by the consistent application to the assets concerned of 

any generally accepted accounting method, including those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreciatiovi should usually by alli>£ated to the contract and other work 
as an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above^ vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation, " the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 
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(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(but see (4) belo>?^^ provided the remaining undepreciated 
portion of such cost shall not include any amount of un- 
recovered ''true depreciation. " 

(4) Depreciation on idle or excess facilities shall not be allowed' 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 

(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(f) Employee Morale, Health, and Welfare Costs and Credits . Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

ig) Food Service Costs and Credits . Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

W Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law. employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (iH3)(v) 
(p) and (w) below). 

(i) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes s'ecuring the contractor against liabilities 
to third persons not compensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the peirformance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government -owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 
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(4) The Government is obligated to indennnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self- insurance program or other- 
wise) are unallowable. 

(j) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed frorn a 
period prior to the contract for some reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(1) Manufacturing and Production Engineering Costs . Costs of manu- 
facturing and production engineering, including engineiering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 
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(m) Material Costs. 


(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, con- 
sideration will be given to reasonable overruns, spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors. Such income and other credits 
shall either be credited directly to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs'* or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 

only to the extent of : 

{i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels, a departure from this cost basis is permissible if the charge to 
the contract does not exceed: 

: .-(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially- 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferor's sales price to its most favored customer. 

(n) Overtime, Extra-Pay Shift, and Multi- Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi- shift payments 
to direct labor employees shall be separately identified. Costs of such 
premiums on direct labor are allowable only to the extent expressly pro- 
vided for in the contract or otherwise authorized by the Government and may 
be classified as either direct or indirect labor costs. When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs a:llbcated to non- Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. The premium portion of 
overtime, extra-pay shift, and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(o) Patent Costs . Costs of preparing disclosures, rj^ ports, - and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowable. (See 
also (u) and (v) below.) 

(p) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured by. 
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and based on, such factors as years of service and connpensation received by 
the employeeSo The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if, 
under the plan, either the benefits payable to the employee or the required* 
contributions by the contractor can be determined actuarially, (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (p)«) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong. , 

2d Sess, , 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Mili- 
tary Department, costs thereof are allowable subject to the following con- 
ditions: 

(i) the requirements of ASPR 15-201,2 shall be satisfied;, 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations^ 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan^ an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above ; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto^ or 
in a separate agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs . Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 

(r) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

> 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the 
Government (but see ASPR 15-204. 3(g)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of , 
services rendered, 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable^ Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patentiwafriiigement litigation, 
are unallowable unless otherwise provided for in the contract. 

(s) Recruiting Costs . Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel co^ts of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond 
the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 

as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(u) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue- sky re- 
search; and (ii) related research or development, also referred to as applied 
research, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary 
aim of the investigatpr is a fuller knowledge or understanding of the subject 
under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
The contractor shall disclose to the Government the purposes and results 

of such independent general research. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (1) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost- reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost- 
reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 
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(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

(v) Royalties and Other Costs for Use of Patents, Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable. 

(w) Severance Pay, 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employment, 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be assigned to the entire period of the employment 
of the terminated employees and equitably allocated to 
all work performed in the contractor's plant during that 
period. A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs . The term "special tooling'' means property of 
such specialized nature that its use, without substantial modification or altera- 
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract, are allowable and shall be charged directly 
thereto. 

(y) Taxe s . 

(1) Taxes are charges levied by Federal, State, or Ipcal governments. 
They do not include fines and penalties except as otherwise provided herein, 
in general, taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes ;^ 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(g)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemption 
afforded the Government except when the contracting officer 
determines that the administrative burden incident to ob- 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes:. 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 
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Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowableo Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the tontracting officer are also allowable, 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Governmento 

(z) Trade, Business, Technical^ and Professional Activity Costs. 

(1) Memberships* Costs of membership in trade, business, technical, 
and professional organizations are allowable > 

(2) Subscriptions. Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(3) Meetings and Conferences^ Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technicar information or the stimulation of production, are allowable^ 

(aa) Training CostS o Reserved^ 

(bb) Transportation Costs, Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered^ When such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) above)o Where identification with the materials 
received cannot readily be made, inbound transportation costs may be 
charged to the appropriate indirect cost accounts if the contractor follows 
a consistent equitable procedure in this respects Outbound freight, if re- 
imbursable under the terms of the contract, should be treated as a direct 
costo 

(cc) Travel CostSo 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(dd) General, 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all work of the contractor* 

(2) Certain costs discussed in ASPR 15-204. 3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs . 

(a) Bad Debts, Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main- 
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations. Contributions and donations are 
unallowable. 

(d) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility CostSo Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contracts 

(f) Fines and Penalties > Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costs, Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(y) (but see ASPR 
15-204. 2(dd)(l)). 

(h) Losses on Other Contracts^ An excess of costs over income under 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(i) Organization Costs^ Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (g) above). 

(j) Precontract CostS o Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(k) Profits and Losses on Dispostion of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(e)(2) as to basis for de- 
preciation). 

(1) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(m) General. 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4), and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v), both provisos; and 

(vi) Taxes, ASPR 15-204. 2(y)(l)(i) through (iv). 

(2) Certain other costs discussed in ASPR 15-204. 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services, ASPR 15-204. 2(d) (5) ; 

(iii) Depreciation, ASPR 15-204. 2(e)(5), first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)^ last sentence 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)(3)(iii) and 
(iv), and (4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2) ; 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204, 2j[o), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(t)(3); 

(xi) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2); and 
(xiii) Travel Costs, ASPR 15-204. 2(cc)(4). 
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OGC/GWM:lwt 
April 9, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 


Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. Pursuant to the request of the ASPR Committee at the special 
meeting held on 6 April 1956, in connection with its consideration of 
the draft of Part 2. Section XV. dated 29 March 1956, the under- 
signed Special Editing Subcommittee has completed the editing of 
the material submitted. The attached TABS A. B, C, and D set 
forth composite drafts of this nnaterial as edited for retention in 
Part 2. The attached TAB H sets forth a proposed new Part 7 setting 
forth interim instructions for use in connection with facilities con- 
tracts and clauses in other type cost-reimbursement type contracts 
providir.g for the acquisition of industrial facilities. 

2. In addition, this Subcommittee recommends that existing Parts 

4. 5, and 6 be treated in the manner respectively set forth in the 

a.tached TABS E. F. and G. the proposed action in regard to these 

Parts to be effective simultaneously with the issuance of proposed 

ar- 2. Similar action is recommended in TAB I with respect to 
existing Part 3. 


CHARLES W. WILKINSON 

Lt, Colonel; SS JAG 
Army Member 


GEORGE W.MARKEY, JR. WILLLAMMUNVES 
Navy Member Air Force Member 

Chairman 



OGC/GWM:lwt 
April 9, 1956 

TAB A 


Proposed Revision of Title of ASPR Section XV, Part 2 
and ASPR 15-200 - Scope of Part 

(For substitution on first page of draft of 29 March 1956) 

Part 2-Supply, Service, and Research and Development 
Contracts, with /Commerciaj/ Organizations 
HA^riHg -Gomi«e«>iat -T-ype- Aoeounting Sfsiema 

IS^ZOP Scope of Part, this Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for procurement of supplies, services, and research and 
development work, with contractors or subcontractors /other than 
such contracts and subcontracts to which Parts- 3, 4, or 7 apply./ 
-havings •c©»»ine*ei«4-type-a e eeunting- system©, - «owe ve r r -this- ^iMr 
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aesvksee- *elate<i- 4e -eot»4rtt€tio».- 4t-«-ls«-dee9 -not-apply 4e -«!«««««-»• -sttpply- 
9r -se-iwi^se- eentraets- which -^povi-d-e-foaf -the -fti*«» shkig. <>f -in-dia-s-k* »l-feK!i4>tte 9 r 
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TAB B 


Proposed Revision of ASPR 15-204. 2(f) - Depreciation 
<For substitution on page 7 of draft of 29 March 1956) 

15-204. 2(f ) Depreciation. 

* * * 


(2) Depreciation on a contractor's plant, equipment, and 
other capital facilities is an allowable element of contract cost; pro- 
vided that the amount thereof / is computed/ : 

(i) is-e©a>pi*tedrupon the j_ ^TQ^^xt£l cost basis used by the 
contractor for Federal income tax purposes (se_e Section 
167 of the Internal Revenue Code of 1954); aad-ZorT 

/(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
by the contractor for Federal income tax purposes 
had such organizations been subject to the payment of 
income tax; and in either case/ 

-{*>)-_/ (iii)/ i6-eem^p\*t-e4 by the consistent application to the 
assets concerned of any generally accepted accounting 
method, including those recognized by Section 167 of 
the Internal Revenue Code of 1954 /. 




with the^ir Force. 


r(2) The two concluding sentences of the above subparagraph 2 should 
be added without change immediately following the proviso con- 
tained in the last brackets. 


OGC/GWM:lwt 
April 9, 1956 

TAB C 


Proposed Revision of ASPR 15-204. 2(j) - Insurance and Indemnification 
(For substitution on page 9 of draft of 29 March 1956) 


15-204. 2(j) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific, 
instruction of an authorized representative of the Government, and (ii) 
any other insurance for which the contractor seeks reimbursement under 
the contract. Indemnification includes / securing the contractor against? 
liabilities to third persons not compensated by insurance or otherwise." 
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TAB D 

Proposed Revision of ASPR 15-204. 2(n) - Material Costs 
(Foi substitution on pages 11 and 12 of draft of 29 March 1956) 


I5--204. 2(n) Material Costs. 

{!) Costs of direct and indirect material, and collateral items 
such as inbound transportation and intransit insurance, are allowable, 
=*ubject, hov/ever, to (2) through (6) below. In computing costs of material, 
considfj-illon will be given to reasonable overruns, spoilage, and defective 
work / (for correction of defective work, see the provisions of the contract 
retaticg to inspection and to correction of defective work)/ , 


* * * 

(6) Coxt* of material or services sold or transferred between 
plants, divisicns , or organizations, under common control, shall be 
allowable only to the extent of the cost to the transferor, or the prices 
of otlier suppliers for the same or substantially similar items, whichever 
i£ lov.er £3 unless factors other than price warrant allowance on the basis 
of the cost to the transferor ; provided that, in the case of any item 
regularly m3Lnufactured and sold by any such transferor through com- 
merci2.1 channels, a departure from this cost basis is permissible if the 
charge to the contract does not exceed e-i4;ke-¥ (i) the transferor's sales 
price to its most favored customer for the same item in like quantity, 
or {ii} the prices of other suppliers for the same or substantially similar 
items /^, whichever is the lower, unless factors other than price warrant 
allowance^on the basis of the transferor's sales price to its most favored 
customer/ . 
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TAB E 


Proposed Revision of Existing ASPR Section XV Part 4- 

Construction Contracts 


Part 4 - Construction Contracts 
***** 

15>403 Examples of Jtems of Allowable Costs . . • . 

_ (q) Pension -a^d-^fei^fverapnt plans in accordance with thje ii*t«e<r-pr^ateof>" 
7 principles and standard£/ set forth in -pa^rna^^^pb-iS-^aW ASPR 15-204. 2(q)7 
and group health, accident and life insurance plans (but see paragraph 
15.404(b), (d), and (m)). 
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TAB F 


Proposed Revision of Existing ASPR Section XV, Part 5 - 
Subjects Affecting Cost Which May Require Special Consideration 

Part 5 - Subjects Affecting Cost Which May Require Special Consideration 

15^^00 Scope of Part> This pa? e/Pary enumerates certain subjects 
afir^cting cost which nriay require special consideration in connection with 
the negotiation or perfornnance of cost-reimbur sernent type contracts 
a.n'1 which are net specifically covered in P&r4.-a-r Part 3-^ or Part 4 

of this? isection. 

Consideration Required, It is important that Contracting Officers 
and their negotiators consider the subjects enumerated in paragraph 
15- 502, ax-.d ar-y other subjects not precluded by the provisions of -Par^t- 
2r P^rt 3, -or Part 4 of this section (whichever part is applicable), for 

purpose oi (i) determining which subjects if any should be expressly 
prcvided for in a particular cost-reimbursement type contract, and (ii) 
incorporating appropriate clauses in the contract. Action taken with 
respect to any such subjects shall be reflected either in the contract 
or in the record of contract negotiations. 


OGC/GWM:lwt 
April 9, 1956 


TAB G 

Proposed Revision of Existing ASPR Section XV, Part 6 - Cost Inte 


rpretations 


Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefoi 
the word "RESERVED". 


Nc^. WUn respect to existing ASPR 15-601. 2 the subject of pension 
plans IS now covered in proposed ASPR 15-204. 2(q) (paces 12 
to 15 of draft of 29 March 1956). Wipages 1^ 

In accordance with decision of the Procurement Secretaries 
the subject of profit sharing is to be retained on the basis ' 
r.ov. appearing in existing ASPR 15-601. 2(f). Presumably 
this subject will be covered under proposed ASPR 15-204. 2(d) 
- Compensation for Personal Services which has been reserved 
m the draft of 29 March 1956. 

With respect to existing ASPR 15=602 - Depreciation, this 

subject IS now covered in proposed ASPR 15-204. 2(f) in the 

draft of 29 March 1956. Existing ASPR 15-602 contains cross 

one"?^ existing ASPR i5-204(d), 15-205(b) and 

lb-205^o). 
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TAB H 


Proposed New ASPR Section XV, Part 7 - Facilities Contracts 


Part 7 - Facilities Contracts 

15£700^ Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for the acquisition of industrial facilities to which the Govern- 
ment takes title under the contract. This Part also applies to clauses 
in any other cost-reimbursement type contracts or cost-reimbursement 
type subcontracts thereunder, which clauses provide for the acquisition 
of industrial facilities to which the Government takes title. 

lllZOl^ Applicability. Pending publication of the principles and standards 
to be incorporated in this Part, Parts 2. 3,,or 4 shall be used to the extent 
appropriate in accordance with Departmental procedures. 
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TAB I 


Proposed Revision of Existing ASPR Section XV, 

Part 3 - Research Contracts with Nonprofit Institutions 

J Part 3 - Research Contracts with Nonprofit Institutions 

***** 
^5-304 Examples of Items of Allowable Costs. ... 

_ (g) Pension aHd-Fe-ti*^*»€Rfe plans in accordance with the -i-Rte-^pMctebt-iens 
/principles and standards/ set forth in parMrgr^ph 1§. 601 ASPR 15-204. 2(q)7 
and group health, accident and life insurance plans <but see paragraph 
15-305(k)). - " f K P 
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(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, /15-204. 29/ 

(t) Recruiting Costs , jTS'ZOA.SZj 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
/15.204. 33/ 

(v) Research and Development Costs^ _/ 15-204. 34/ 

(w) Royalties and Other Costs for Use of Patents, /T5-204. 35/^ 

fx)- - Se-p-v^ic-e-aHd-hwtaHa^ioR Cos-ts-t /T5-204, 367 (deleted) 

(x) Severance Pay , /T5-204, 37/ 

(y) Special Tooling Costs , /T5-204, 38? 

(z) Taxes, /T5.204. 39/" 

(aa) Trade, Business, Technical, and Professional Activity Costs. 
/^15-204.40/ 

(bb) Training Costs. /15-204.41/ 

(cc) Transportation Costs, /^ 15-204, 42/ 

(dd) Travel Costs , /l5-204,43/' 

(ee) General. /T5-204, 237 

15*204, 3 Unallowable Costs. 

(a) Bad Debts, /T5-204.27 

(b) Contingency Reserves, /^ 15-204. 7/ 

(c) Entertainment Costs , /T5-204,ll7 

(d) Excess Facility Costs. /T5-204, 127 

2 


TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST(ASPR 15-204.2 and 15-204.3) 


15-204.2 Costs Allowable in Whole or in Part, 

(a) Advertising Costs. /"i5-204.l7 

(b) Bidding Costs . /T5-204.37 

(c) Civil Defense Costs . /T5-204.57 

(d) Compensation for Personal Services. /^15-204-.6/ 

(e) Contributions and Donations. _/15-204.8^/ 

(f) Depreciation. 15- 204.27 

(g) Employee Morale/ Healthy and Welfare Costs and Credits. 
A5-204.10/ 

(h) Food Service Costs and Credits . 7T5-204.47 

(i) Fringe Benefits. /T5-204.147 

(j) Insurance and Indemnification. / 15-204. 15/ 

(k) Labor Relations Costs. 7^15-204. H/ 

(1) Maintenance and Repair Costs. 7^15-204.12/ 

(m) Manufacturing and Production Engineering Costs. /^15-204, 2i0/ 
(n) Material Costs . /I5-204. 2^7 

(o) Overtime^ Extra-Pay Shifty and Multi-Shift Premiums. 
/_15-204.24/ 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204. 26/ 

(r> Plant Protection Costs . /Js-ZOA.ZTJ 


TAB A 


in the attached draft of Part 2 follov/ed by brackets containing the corres- 
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 

Navy Member 
Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 


Section XV Subcommittee: 


Army: 


Navy: 


J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hqo AAA 
J. A. Mays, Hq. AAA 


Arthur Co Sawallisch, ONM 
James Ruttenberg, OC«N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


POD : 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 


Air Force ; 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 


* Will submit separate report. 


VUL Precontract Costs (ASPR 15^S|ai0(i), page 24) , The parentheti - .. 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of P»rt 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements" 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discus sed,_the pro- 
blem was related to proposed ASPR 15-204. 2((q)(3)(iii)(B) /^ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums^ ( ASPR 
15-204. 2(o), page 12} . Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and expla,ining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing the title ^nd lettered paragraph designation of each item 
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been covered with respect to outright transfers of material and services 
(ASPR 15.204.2(n)(6)). 

Research and Development Costs (ASPR 15-204. 2(v)(3) ). Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 
at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by" an educational institution^ the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. U ^eneral and Adm i nistrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^i^l" of factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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B, Research and Development Costs - ASPR 15-204>2(v), page 18, 

In the proposed ASPR 15-204,2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from ''Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

"The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government/* 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section HI or in 
Part 1 of Section XV. See, also, CV. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . .The attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
may be used *'to the extent appropriate*' for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203.3(c))o The draft for editing (ASPR 
15-203.5) did not contain the first' sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f) (2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. " Rental Costs (Including Sale and Leaseback of Facilities) . 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although an anaJlo^ous principle had 
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such discussion permitted on the basis of a unilateral request by any member 
without cc5n-currence : of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 
on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 

AS PR Committee. 

5, It is desired that the attention of the ASPR Committee be invited to the 
following specific matters.. Unless otherwise indicated^ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9, 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change *'trans- 
feror'' to ''transferee/' The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development Costs . Joint Recommendation I under 
paragraph 2oB. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term "product line" (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2. C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 


OGC/GWM:lwt 
April 2, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

!• The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Connanittee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 
XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as considered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcoirimittee, it becameoapparent, 
with respect to various matters, thai words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular nnatter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 
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MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as coiisidered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee^ that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became#apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 


such discussion permitted on the basis of a unilateral request by any member 
withbut ccTn-currence : of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 
AS PR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters^ Unless otherwise indicated^ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9. 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change 'trans- 
feror'' to 'transferee/* The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development CostS o Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term ''product line" (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204. 2(q), 
pages 12-15 of attached draft which contains some additional nriinor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 


B. Research and Development Costs - ASPR 15-204, 2(v), page 18, 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from **Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

**The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government.*' 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV. See, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . . The, attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
nnay be used *'to the extent appropriate" for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203.]:(c)). The draft for editing (ASPR 
15-203.5) did not contain the fir st' sentence which has been proposed 
as a definition^ or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f)(2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. * Rental Costs (Including Sale and Leaseback of Facilities) , 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although aii ana&p^ous principle had 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-204. 2(v)(3) )> Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B, above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by'' an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. ^ General and Adm i nistrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15^2i|^a|^i(i), page 24) . The parentheti - 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

n. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Ps^vt 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements'* 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discussed,_the pro- 
blem was related to proposed ASPR 15-204, 2([q)(3)(iii)(B) ^ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums^ ( ASPR 
15-204. 2(o), page 12) , Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing, tha title -and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft subnnitted for editing. 


Editing Subconnmittee : 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 


Section XV Subcommittee: 


Army: 


Navy: 


J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. MaySj Hq. AAA 


Arthur Co Sawallisch, ONM 
James Ruttenberg, OC«=N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


POD : 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 


Air Force : 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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* Will submit separate report. 


TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15.204o3) 


15-204.2 Costs Allowable in. Whole or in Part, 

(a) Advertising Costs. /Ii5-204.l7 

(b) Bidding Costs . /T5-204.37 

(c) Civil Defense Costs . /^15-204._5/ 

(d) Compensation for Personal Services. 7^15-204^.6/ 

(e) Contributions and Donations, 7^15-204.8^/ 

(f) Depreciation. /T5-204.97 

(g) Employee Morale/ Health, and Welfare Costs and Credits. 
715-204.10/ 

(h) Food Service Costs and Credits . /l5-204.47 

(i) Fringe Benefits, /T5-204.147 

(j) Insurance and Indemnification. /^ 15-204. 15^/ : 

(k) Labor Relations Costs. /T5-204ol77 

(1) Maintenance and Repair Costs. 715-204.19^/ 

(m) Manufacturing and Production Engineering Costs, / 15-204. 20/ 
(n) Material Costs . /T5-204.2JL7 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204. 24/ 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204.267 

(r) Plant Protection Costs . /r5-204. 27/ 


TAB A 


(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, ^15-204.29/ 

(t) Recruiting Costs , /IS -204. 327 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
/15-204. 33/ 

(v) Research and Development Costs. /T5-204. 347 

(w) Royalties and Other Costs for Use of Patents. /T5-204, 35/ 

fx)- - Se-p-v^i<:^aHd-In€;4:alla4:k» -Goatsn, /Ts- 204. 367 (deleted) 

(x) Severance Pay . /T5-204. 37/ 

(y) Special Tooling Costs , _/ 15-204, 387 

(z) Taxes. /I5-204, 39/" 

(aa) Trade^ Business, Technical, and Professional Activity Costs . 
^15-204.40/ 

(bb) Training Costs, ^15-204, 4l7 

(cc) Transportation Costs. /^15-204.42/ 

(dd) Travel Costs . /l5-204,43/' 

(ee) General, /T5-204. 237 

15-204. 3 Unallowable Costs, 

(a) Bad Debts. /T5-204.27 

(b) Contingency Reserves, ^15-204,7/ 

(c) Entertainment Costs . / 15-204. 11/ 

(d) Excess Facility Costs, /T5-204. 127 
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(e) Fines and Penalties . _/ 15-204.12/ 

(f) Interest and Other Financial Costs . /T5-204. 167 

(g) Losses on Other Contracts. /T5-204.187 

(h) Organization Costs. /TS- 204. 227 

(i) Precontract Costs. /T5-204.287 

(j) Profits and Losses on Disposition of Plant, Equipment ^ or 
Other Capital Assets. 7^15-204. 3£/ 

(k) Reconversion Costs. /15-204. 3l7 
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K 1956 

MEllORANDim FOR THE CHAIRMAN^ ASFR CGHI4I!1T£B 

SUBJECT: Case 53«UU> Revision of Section VT, Contract Cost Principles 
Separate Rq>ort of the AmQr and Air Fox^^ members, 
^ting Subcommittee 

1« The Anqgr and Air Force menbers o:^ the Editixig SubcoxtBidttee 
xoiderstood that the Editing Stabcoirsnittee^s report of March 9m 1956 
vas returned to that Subcommittee solely tb resolve, idth the Section 
Z7 Subcommittee, aiQr substantive differences between that report and 
the matezlals approved bgr the ASFR Committee in December 1955* On the 
contrary, a great part of the time of the two Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various mentoers of the Section X\r SubcoiiiQittee« 
Since the Anny and Air Force mernbers of the Editing Subcommittee do not 
consider most of the changes made in the past two weeks necessary to 
confom the edited draft substantively to the draft sqpproved by the ASPR 
Conmittee, and since th^ do not know which, if any, of the many new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Consnittee members from the Departments in 
which the conc^ts originated, th^ are not able to recomm^ approval 
of the iqaterials now being submitted to the ASPR Coirinittee* 

2» As exanples, attention is directed to the paragraphs listed 
below* 

a* 15-200 h^ been revised to exclude simply pontracts with 

contractors not having commercial type accoimting systems, and to exclude 

claiises in supply or service contracts providing for the acquisition of 
facilities^ . 


b« X5*20;^ » has been revised by addixig i first smd third 
sent^ees* The f^rst sentence defines *^i^se period#t* The third smtence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal 7ear« 

c» IS- 203. 5 has been revised to include the "input cost method" 
as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations* 

d# l5-20li»2(f)(2> as approved by ASPR and as originally edited 
provided that depreciation should be ''based vpon original acquisition 
cost*'' As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever base is used for Federal income tax purposes* 
Read in conjxmction with l5-20lu3(j) this paragraph originally required 
that the contractor ignore^ for Government contract cost purposes^ both 
profits and losses on trade-ins* In addition^ application of this para* 
graph (f)(2) as now revised to tax-exempt corporations which have coxomercial 
type accounting systems, will be difficult* 

e* l5-20U*2(f )(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor* 

f* l5-20Lu2(n)(5) which did require that inventory discrepancies 
be included in arriving at "the cost of material" now requires that they 
be included in arriving at "the cost of performance*" 

g* lS*20U*2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged between plant s> divisions > or organissations 
under common control* 
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h. 35-20U« /)(3) has been changed to requi. disclosure to the 
tiovemment of the pivposes and results of related research and development 
for which the contractor is reimbursed in whole or in part by the Govern* 
mexit* 

io l5-20l4.2(aa}(l) has been limited to the costs of the con- 
tractor's membership in organizations^ as distinguished from the costs of 
membership of contractor employees # 

jo I5*20iu2(bb) has been changed to limit on*- the- job training 
conducted by educational institutions to part-time training^ and to require 
Departmental inplementation before training in educational institutions can 
be provided for in a contracts 

k. l5-20U*3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limit the provision to contractoi>owned facilities j and 

(3) clarify the assumed meaning of ^'standby purposes." 
1. 1^20U.3(j} has been changed by adding a cross reference 

^ich is in fact an exception* 

3» If a generalization may be hazarded^ the changes made in the past 
two weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs* This trend in turn is attributable, at least in part, to 
the idea expressed by certain msmbers of the Section Subcommittee that 
the doctrine of "reasonableness" expressed in 15-201«2 permits only 
questioning the reasonablmess of the price paid as conpared to what the 
contractor got but does not permit questioning the reasonableness of the 
contractor «s incurring the cost in the first place* Possibly this limited 
interpretation of "reasonableness" is due to the school of thought ^ch 
considers Part 2 of Section X7 to be an audit manual* 
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hm The ArnQT SLid Air Force members of the EdltLig Subcommittee 
recorameiid that the ASPR Canraittee wview the materials now being sub- 
mitted on the subject case as if the7 were an enbirely new substantive 
submission from the subject Subconmittee^ subject only to recognition 
that the submission has been edited* 

Lt, Cole Charles W. Wi3kinson John W« Periy 

Army Member Air Force Member 

Editing Siibcomrnittee Editing Subcommittee 


OGC/GWM:lwt 
April 2, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as coiisidered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee^ that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became#apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 


such discussion permitted on the basis of a unilateral request by any member 
withbut ccTn-currence : of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 
AS PR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters^ Unless otherwise indicated^ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9. 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change 'trans- 
feror'' to 'transferee/* The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development CostS o Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term ''product line" (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204. 2(q), 
pages 12-15 of attached draft which contains some additional nriinor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 


B. Research and Development Costs - ASPR 15-204, 2(v), page 18, 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from **Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

**The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government.*' 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV. See, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . . The, attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
nnay be used *'to the extent appropriate" for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203.]:(c)). The draft for editing (ASPR 
15-203.5) did not contain the fir st' sentence which has been proposed 
as a definition^ or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f)(2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. * Rental Costs (Including Sale and Leaseback of Facilities) , 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although aii ana&p^ous principle had 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-204. 2(v)(3) )> Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B, above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by'' an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. ^ General and Adm i nistrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15^2i|^a|^i(i), page 24) . The parentheti - 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

n. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Ps^vt 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements'* 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discussed,_the pro- 
blem was related to proposed ASPR 15-204, 2([q)(3)(iii)(B) ^ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums^ ( ASPR 
15-204. 2(o), page 12) , Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing, tha title -and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft subnnitted for editing. 


Editing Subconnmittee : 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 


Section XV Subcommittee: 


Army: 


Navy: 


J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. MaySj Hq. AAA 


Arthur Co Sawallisch, ONM 
James Ruttenberg, OC«=N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


POD : 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 


Air Force : 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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* Will submit separate report. 


TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15.204o3) 


15-204.2 Costs Allowable in. Whole or in Part, 

(a) Advertising Costs. /Ii5-204.l7 

(b) Bidding Costs . /T5-204.37 

(c) Civil Defense Costs . /^15-204._5/ 

(d) Compensation for Personal Services. 7^15-204^.6/ 

(e) Contributions and Donations, 7^15-204.8^/ 

(f) Depreciation. /T5-204.97 

(g) Employee Morale/ Health, and Welfare Costs and Credits. 
715-204.10/ 

(h) Food Service Costs and Credits . /l5-204.47 

(i) Fringe Benefits, /T5-204.147 

(j) Insurance and Indemnification. /^ 15-204. 15^/ : 

(k) Labor Relations Costs. /T5-204ol77 

(1) Maintenance and Repair Costs. 715-204.19^/ 

(m) Manufacturing and Production Engineering Costs, / 15-204. 20/ 
(n) Material Costs . /T5-204.2JL7 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204. 24/ 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204.267 

(r) Plant Protection Costs . /r5-204. 27/ 


TAB A 


(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, ^15-204.29/ 

(t) Recruiting Costs , /IS -204. 327 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
/15-204. 33/ 

(v) Research and Development Costs. /T5-204. 347 

(w) Royalties and Other Costs for Use of Patents. /T5-204, 35/ 

fx)- - Se-p-v^i<:^aHd-In€;4:alla4:k» -Goatsn, /Ts- 204. 367 (deleted) 

(x) Severance Pay . /T5-204. 37/ 

(y) Special Tooling Costs , _/ 15-204, 387 

(z) Taxes. /I5-204, 39/" 

(aa) Trade^ Business, Technical, and Professional Activity Costs . 
^15-204.40/ 

(bb) Training Costs, ^15-204, 4l7 

(cc) Transportation Costs. /^15-204.42/ 

(dd) Travel Costs . /l5-204,43/' 

(ee) General, /T5-204. 237 

15-204. 3 Unallowable Costs, 

(a) Bad Debts. /T5-204.27 

(b) Contingency Reserves, ^15-204,7/ 

(c) Entertainment Costs . / 15-204. 11/ 

(d) Excess Facility Costs, /T5-204. 127 
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(e) Fines and Penalties . _/ 15-204.12/ 

(f) Interest and Other Financial Costs . /T5-204. 167 

(g) Losses on Other Contracts. /T5-204.187 

(h) Organization Costs. /TS- 204. 227 

(i) Precontract Costs. /T5-204.287 

(j) Profits and Losses on Disposition of Plant, Equipment ^ or 
Other Capital Assets. 7^15-204. 3£/ 

(k) Reconversion Costs. /15-204. 3l7 
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K 1956 

MEllORANDim FOR THE CHAIRMAN^ ASFR CGHI4I!1T£B 

SUBJECT: Case 53«UU> Revision of Section VT, Contract Cost Principles 
Separate Rq>ort of the AmQr and Air Fox^^ members, 
^ting Subcommittee 

1« The Anqgr and Air Force menbers o:^ the Editixig SubcoxtBidttee 
xoiderstood that the Editing Stabcoirsnittee^s report of March 9m 1956 
vas returned to that Subcommittee solely tb resolve, idth the Section 
Z7 Subcommittee, aiQr substantive differences between that report and 
the matezlals approved bgr the ASFR Committee in December 1955* On the 
contrary, a great part of the time of the two Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various mentoers of the Section X\r SubcoiiiQittee« 
Since the Anny and Air Force mernbers of the Editing Subcommittee do not 
consider most of the changes made in the past two weeks necessary to 
confom the edited draft substantively to the draft sqpproved by the ASPR 
Conmittee, and since th^ do not know which, if any, of the many new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Consnittee members from the Departments in 
which the conc^ts originated, th^ are not able to recomm^ approval 
of the iqaterials now being submitted to the ASPR Coirinittee* 

2» As exanples, attention is directed to the paragraphs listed 
below* 

a* 15-200 h^ been revised to exclude simply pontracts with 

contractors not having commercial type accoimting systems, and to exclude 

claiises in supply or service contracts providing for the acquisition of 
facilities^ . 


b« X5*20;^ » has been revised by addixig i first smd third 
sent^ees* The f^rst sentence defines *^i^se period#t* The third smtence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal 7ear« 

c» IS- 203. 5 has been revised to include the "input cost method" 
as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations* 

d# l5-20li»2(f)(2> as approved by ASPR and as originally edited 
provided that depreciation should be ''based vpon original acquisition 
cost*'' As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever base is used for Federal income tax purposes* 
Read in conjxmction with l5-20lu3(j) this paragraph originally required 
that the contractor ignore^ for Government contract cost purposes^ both 
profits and losses on trade-ins* In addition^ application of this para* 
graph (f)(2) as now revised to tax-exempt corporations which have coxomercial 
type accounting systems, will be difficult* 

e* l5-20U*2(f )(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor* 

f* l5-20Lu2(n)(5) which did require that inventory discrepancies 
be included in arriving at "the cost of material" now requires that they 
be included in arriving at "the cost of performance*" 

g* lS*20U*2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged between plant s> divisions > or organissations 
under common control* 
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h. 35-20U« /)(3) has been changed to requi. disclosure to the 
tiovemment of the pivposes and results of related research and development 
for which the contractor is reimbursed in whole or in part by the Govern* 
mexit* 

io l5-20l4.2(aa}(l) has been limited to the costs of the con- 
tractor's membership in organizations^ as distinguished from the costs of 
membership of contractor employees # 

jo I5*20iu2(bb) has been changed to limit on*- the- job training 
conducted by educational institutions to part-time training^ and to require 
Departmental inplementation before training in educational institutions can 
be provided for in a contracts 

k. l5-20U*3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limit the provision to contractoi>owned facilities j and 

(3) clarify the assumed meaning of ^'standby purposes." 
1. 1^20U.3(j} has been changed by adding a cross reference 

^ich is in fact an exception* 

3» If a generalization may be hazarded^ the changes made in the past 
two weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs* This trend in turn is attributable, at least in part, to 
the idea expressed by certain msmbers of the Section Subcommittee that 
the doctrine of "reasonableness" expressed in 15-201«2 permits only 
questioning the reasonablmess of the price paid as conpared to what the 
contractor got but does not permit questioning the reasonableness of the 
contractor «s incurring the cost in the first place* Possibly this limited 
interpretation of "reasonableness" is due to the school of thought ^ch 
considers Part 2 of Section X7 to be an audit manual* 
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hm The ArnQT SLid Air Force members of the EdltLig Subcommittee 
recorameiid that the ASPR Canraittee wview the materials now being sub- 
mitted on the subject case as if the7 were an enbirely new substantive 
submission from the subject Subconmittee^ subject only to recognition 
that the submission has been edited* 

Lt, Cole Charles W. Wi3kinson John W« Periy 

Army Member Air Force Member 

Editing Siibcomrnittee Editing Subcommittee 


(e) Fines and Penalties , /^15-204.12/ 

(f) Interest and Other Financial Costs , /TS- 204. 167 

(g) Losses on Other Contracts, /T5-204.187 

(h) Organization Costs. /T5-204. 227 

(i) Precontract Costs. /T5-204. 287 

(j) Profits and Losses on Disposition of Plants Equipment^ or 
Other Capital Assets. 7^15-204. 30/ 

(k) Reconversion Costs. /15-204, 3l7 


OGC/GWM:lwt 
April 2, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as coiisidered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee^ that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became#apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 


such discussion permitted on the basis of a unilateral request by any member 
withbut ccTn-currence : of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 
AS PR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters^ Unless otherwise indicated^ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9. 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change 'trans- 
feror'' to 'transferee/* The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development CostS o Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term ''product line" (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204. 2(q), 
pages 12-15 of attached draft which contains some additional nriinor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 


B. Research and Development Costs - ASPR 15-204, 2(v), page 18, 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from **Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

**The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government.*' 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV. See, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . . The, attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
nnay be used *'to the extent appropriate" for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203.]:(c)). The draft for editing (ASPR 
15-203.5) did not contain the fir st' sentence which has been proposed 
as a definition^ or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f)(2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. * Rental Costs (Including Sale and Leaseback of Facilities) , 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although aii ana&p^ous principle had 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-204. 2(v)(3) )> Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B, above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by'' an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. ^ General and Adm i nistrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15^2i|^a|^i(i), page 24) . The parentheti - 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

n. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Ps^vt 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements'* 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discussed,_the pro- 
blem was related to proposed ASPR 15-204, 2([q)(3)(iii)(B) ^ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums^ ( ASPR 
15-204. 2(o), page 12) , Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing, tha title -and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft subnnitted for editing. 


Editing Subconnmittee : 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 


Section XV Subcommittee: 


Army: 


Navy: 


J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. MaySj Hq. AAA 


Arthur Co Sawallisch, ONM 
James Ruttenberg, OC«=N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


POD : 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 


Air Force : 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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* Will submit separate report. 


TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15.204o3) 


15-204.2 Costs Allowable in. Whole or in Part, 

(a) Advertising Costs. /Ii5-204.l7 

(b) Bidding Costs . /T5-204.37 

(c) Civil Defense Costs . /^15-204._5/ 

(d) Compensation for Personal Services. 7^15-204^.6/ 

(e) Contributions and Donations, 7^15-204.8^/ 

(f) Depreciation. /T5-204.97 

(g) Employee Morale/ Health, and Welfare Costs and Credits. 
715-204.10/ 

(h) Food Service Costs and Credits . /l5-204.47 

(i) Fringe Benefits, /T5-204.147 

(j) Insurance and Indemnification. /^ 15-204. 15^/ : 

(k) Labor Relations Costs. /T5-204ol77 

(1) Maintenance and Repair Costs. 715-204.19^/ 

(m) Manufacturing and Production Engineering Costs, / 15-204. 20/ 
(n) Material Costs . /T5-204.2JL7 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204. 24/ 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204.267 

(r) Plant Protection Costs . /r5-204. 27/ 


TAB A 


(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, ^15-204.29/ 

(t) Recruiting Costs , /IS -204. 327 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
/15-204. 33/ 

(v) Research and Development Costs. /T5-204. 347 

(w) Royalties and Other Costs for Use of Patents. /T5-204, 35/ 

fx)- - Se-p-v^i<:^aHd-In€;4:alla4:k» -Goatsn, /Ts- 204. 367 (deleted) 

(x) Severance Pay . /T5-204. 37/ 

(y) Special Tooling Costs , _/ 15-204, 387 

(z) Taxes. /I5-204, 39/" 

(aa) Trade^ Business, Technical, and Professional Activity Costs . 
^15-204.40/ 

(bb) Training Costs, ^15-204, 4l7 

(cc) Transportation Costs. /^15-204.42/ 

(dd) Travel Costs . /l5-204,43/' 

(ee) General, /T5-204. 237 

15-204. 3 Unallowable Costs, 

(a) Bad Debts. /T5-204.27 

(b) Contingency Reserves, ^15-204,7/ 

(c) Entertainment Costs . / 15-204. 11/ 

(d) Excess Facility Costs, /T5-204. 127 

2 


(e) Fines and Penalties . _/ 15-204.12/ 

(f) Interest and Other Financial Costs . /T5-204. 167 

(g) Losses on Other Contracts. /T5-204.187 

(h) Organization Costs. /TS- 204. 227 

(i) Precontract Costs. /T5-204.287 

(j) Profits and Losses on Disposition of Plant, Equipment ^ or 
Other Capital Assets. 7^15-204. 3£/ 

(k) Reconversion Costs. /15-204. 3l7 
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K 1956 

MEllORANDim FOR THE CHAIRMAN^ ASFR CGHI4I!1T£B 

SUBJECT: Case 53«UU> Revision of Section VT, Contract Cost Principles 
Separate Rq>ort of the AmQr and Air Fox^^ members, 
^ting Subcommittee 

1« The Anqgr and Air Force menbers o:^ the Editixig SubcoxtBidttee 
xoiderstood that the Editing Stabcoirsnittee^s report of March 9m 1956 
vas returned to that Subcommittee solely tb resolve, idth the Section 
Z7 Subcommittee, aiQr substantive differences between that report and 
the matezlals approved bgr the ASFR Committee in December 1955* On the 
contrary, a great part of the time of the two Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various mentoers of the Section X\r SubcoiiiQittee« 
Since the Anny and Air Force mernbers of the Editing Subcommittee do not 
consider most of the changes made in the past two weeks necessary to 
confom the edited draft substantively to the draft sqpproved by the ASPR 
Conmittee, and since th^ do not know which, if any, of the many new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Consnittee members from the Departments in 
which the conc^ts originated, th^ are not able to recomm^ approval 
of the iqaterials now being submitted to the ASPR Coirinittee* 

2» As exanples, attention is directed to the paragraphs listed 
below* 

a* 15-200 h^ been revised to exclude simply pontracts with 

contractors not having commercial type accoimting systems, and to exclude 

claiises in supply or service contracts providing for the acquisition of 
facilities^ . 


b« X5*20;^ » has been revised by addixig i first smd third 
sent^ees* The f^rst sentence defines *^i^se period#t* The third smtence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal 7ear« 

c» IS- 203. 5 has been revised to include the "input cost method" 
as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations* 

d# l5-20li»2(f)(2> as approved by ASPR and as originally edited 
provided that depreciation should be ''based vpon original acquisition 
cost*'' As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever base is used for Federal income tax purposes* 
Read in conjxmction with l5-20lu3(j) this paragraph originally required 
that the contractor ignore^ for Government contract cost purposes^ both 
profits and losses on trade-ins* In addition^ application of this para* 
graph (f)(2) as now revised to tax-exempt corporations which have coxomercial 
type accounting systems, will be difficult* 

e* l5-20U*2(f )(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor* 

f* l5-20Lu2(n)(5) which did require that inventory discrepancies 
be included in arriving at "the cost of material" now requires that they 
be included in arriving at "the cost of performance*" 

g* lS*20U*2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged between plant s> divisions > or organissations 
under common control* 
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h. 35-20U« /)(3) has been changed to requi. disclosure to the 
tiovemment of the pivposes and results of related research and development 
for which the contractor is reimbursed in whole or in part by the Govern* 
mexit* 

io l5-20l4.2(aa}(l) has been limited to the costs of the con- 
tractor's membership in organizations^ as distinguished from the costs of 
membership of contractor employees # 

jo I5*20iu2(bb) has been changed to limit on*- the- job training 
conducted by educational institutions to part-time training^ and to require 
Departmental inplementation before training in educational institutions can 
be provided for in a contracts 

k. l5-20U*3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limit the provision to contractoi>owned facilities j and 

(3) clarify the assumed meaning of ^'standby purposes." 
1. 1^20U.3(j} has been changed by adding a cross reference 

^ich is in fact an exception* 

3» If a generalization may be hazarded^ the changes made in the past 
two weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs* This trend in turn is attributable, at least in part, to 
the idea expressed by certain msmbers of the Section Subcommittee that 
the doctrine of "reasonableness" expressed in 15-201«2 permits only 
questioning the reasonablmess of the price paid as conpared to what the 
contractor got but does not permit questioning the reasonableness of the 
contractor «s incurring the cost in the first place* Possibly this limited 
interpretation of "reasonableness" is due to the school of thought ^ch 
considers Part 2 of Section X7 to be an audit manual* 
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hm The ArnQT SLid Air Force members of the EdltLig Subcommittee 
recorameiid that the ASPR Canraittee wview the materials now being sub- 
mitted on the subject case as if the7 were an enbirely new substantive 
submission from the subject Subconmittee^ subject only to recognition 
that the submission has been edited* 

Lt, Cole Charles W. Wi3kinson John W« Periy 

Army Member Air Force Member 

Editing Siibcomrnittee Editing Subcommittee 


(e) Fines and Penalties , /^15-204.12/ 

(f) Interest and Other Financial Costs , /TS- 204. 167 

(g) Losses on Other Contracts, /T5-204.187 

(h) Organization Costs. /T5-204. 227 

(i) Precontract Costs. /T5-204. 287 

(j) Profits and Losses on Disposition of Plants Equipment^ or 
Other Capital Assets. 7^15-204. 30/ 

(k) Reconversion Costs. /15-204, 3l7 


February 27, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 
Principles 

1 The Editing Committee has substantially completed its task with respect 
to the draft of Part 2, Section XV, submitted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matters. 

A. Consideration by the ASPR Committee of certain new sub- 
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. 2(n){6)). This is discussed in paragraph 3. A. 
below. 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs (proposed ASPR 15-204. 2 

. (v)(3), of the need for clarification of the term "product 
line" and, also, of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub- 
paragraph. This is discussed in paragraph 3. B. below. 

C. An issue within the Editing Subcommittee with respect 

to the costs of Pension Plans (proposed ASPR 15-204. 2(q)). 
This is discussed in paragraph 3. C. below. 

2. In addition to the foregoing there are certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requiring consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under A, B, and C of this para- 
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub- 
paragraph in the edited Part followed by brackets containing the corres- 
ponding number in the draft for editing. 


A. Material and Supply Costs - ASPR 15-204, Z(n)(6) / 15-204. 21f/ 


The subject subparagraph as edited provides: 

"(6) Costs of material, services, or supplies, 
sold or transferred between plants, divisions, or 
organizations, under common control, are allowable 
only to the extent of the cost to the transferor or 
the cost to the transferee, or the prices of other sup- 
pliers for the same or substantially similar items, 
whichever is lowest;/ provided that, in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels, a de- 
parture from this cost basis is permissible if the 
charge to the contract does not exceed either (i) the 
transferor's sales price to its most favored customer 
for the same item in like quantity, or (ii) the prices 
of other suppliers for the same or substantially 
similar items,*' 

In editing this subparagraph, the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor." 
The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee . 

B. Research and Development Costs - ASPR 15-204. 2(v){3) 
/ 15-204. 34b(ii) / 

The subject subparagraph as edited provides: 

"(3) Related research is that type of research which 
is directed toward practical application of science. De- 
velopment is the systematic use of scientific knowledge 
directed. toward the production of useful materials, de- 
vices, methods, or processes, exclusive of design, man- 
ufacturing, and production engineering (see ASPR 15-204.2 
(m)). Costs of a contractor's independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts. " 


2 


From the above, it will be noted that independent related research 
and development costs are allowable only if related to the con- 
tract product or "product line", but that such costs must be al- 
located "to all production work of the contractor," The Editing 
Committee is of the view that the term "product line" is suscept- 
ible of different interpretations and, in the interests of clarity, 
suggests that the ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro- 
duction work of the contractor " may create an inequity. Under 
the circumstances, it may be desirable to consider whether 
the current requirement for allocation to "all production work 
of the contractor" should be revised to require allocation to 
all production work in connection with the "product line" as 
that term may subsequently be defined or otherwise clarified. 

C. Pension Plans - ASPR 15-204, 2(q) /ASPR 15-204. 267 

The Chairman and the Army and Air Force members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. 

I, Substantive Change. The major difference of opinion 
arises over the question whether the edited version of proposed 
ASPR 15-204. 2(q)(iii) acceptable to the Army and Air Force 
members varies substantively from the corresponding para- 
graph 7^15-204. 26d/ of the draft for editing. The latter para- 
graph provides: 

" d. In determining the net costs allocable to mili- 
tary contracts, consideration will be given to the possi- 
bility of future abnormal termination credits or gains 
and the effect such credits or gains would have upon 
current costs. These termination credits or gains will 
arise with respect to individuals for whom current costs 
are being incurred by the contractor but whose employ- 
ment will terminate before they acquire a vested right to 
the benefits purchased or funded by current costs. When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accuracy, an equitable 
adjustment of current costs to give effect to the anticipated 
future credits or gains will be made. Such equitable ad- 
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary's calculation of current 
costs so that the current costs do, in fact, reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However, most often such ab- 
normal credits or gains, if foreseeable at all, are not 
susceptible of being evaluated at the time of contracting 
because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, 
the Government's interest in such abnormal credits or 
gains will be preserved for retrospective evaluation 
and accounting. If a contractor has but one or relatively 
few Government contracts, an appropriate contractual 
provision may be used to preserve the Government's 
interest by providing retrospective accounting and any 
necessary adjustment to pension plan cost incurred 
under the contract. In other cases, where a contractor 
is not limited to one or few Government contracts or 
there is reasonable probability he will receive follow -on 
contracts, a separate contractual "side" agreement will 
be negotiated having application to all pension costs 
allowed under contracts with the particular contractor 
and provide for an accounting of abnormal credits or 
gains, as that term is defined in the agreement, arising 
by reason of a cutback or cessation of Government con- 
tract workp " 

There is set forth below, as proposed ASPR 15-204. 2(q)(3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air Force members are in agreement with all ex- 
cept the words in brackets which the Chairman considers 
necessary to avoid a substantive change in the draft for editing. 
If the Chairman" s version is adopted, the underlined word "and" 
preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts, consideration shall be 
given, in accordance with (A) and [or I 
(B) below, to ^hc etfectupon current costs of 
pos sible futur_e_ab:noTmal_te r„m.ination„cxejdita 
or gains which may arise with respect to in- 
dividuals for whom current costs are being 
incurred by the contractor but whose employ- 
ment will terminate before they acquire a 
vested right to the benefits purchased or 
funded by current costs — 
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"(A) when such credits or gains can be 

currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici- 
pated future credits or gains shall be 
made, either by reducing the current 
costs otherwise allocable or by obtaining 
realistic recognition in the actuary's 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for thei abnormal termination 
credits or gains which are anticipated; 
and /o£/ 

"(B) /y/hen such credits or gains cannot be 
currently evaluated with reasonable 
accuracy, / such pension plan costs 
incurred under the contract shall be 
subject to retrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment, " 

II. Consistency with Interpretation in Part 6, Section XV, 
A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2). Here, the dis- 
agreement does not involve the question whether the edited 
version acceptable to the Army and Air Force members is 
substantively^ different from the corresponding subparagraph 
/Is -204. 26c/ in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un- 
explained significant difference does exist with respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department concerned, to the extent such 
costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non- 
profit or tax exempt organizations), are allowable except 
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as otherwise determined unallowable under this 
paragraph. Such costs may include excess con- 
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the current taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of 
contract cost will be made for contributions dis- 
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs." 

It is the Chairman^ s understanding that no particular reason 
existed within the Section XV Subcommittee for significant 
departure from the current treatment of the pension plans 
of nonprofit or tSix exempt organizationSj, set forth in part 
in ASPR 15-601. 2{b), as follows: 

"(b) Pension or retirement plans of a contractor 
which are subject to approval of the .Bureau of Internal 
Revenue must have been so approved before costs 
under the plans may be accepted as charges to Govern- 
ment contracts. Many plans of nonprofit or other tax 
exempt organizations are also reviewed and approved 
by the Bureau of Internal Revenue- - v/hen not so re- 
viewed and approved, each such plan will be reviewed, 
and approved or disapproved^ by the Department to 
which audit cognizance is assigned, using, insofar as 
applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of 
Internal Revenue. In any case where the Bureau of 
Internal Revenue withdraws approval of a plan, approval 
of amounts allocated to contract costs will be withdrawn 
accordingly, " 

Since Part 6, Section XV, received extended consideration by a 
Subcommittee addressing itself to that specific problem, the 
Chairman is of the view that significant departures therefrom 
should be avoided unless c^.early intended and adequately justified. 

There is set forth below, as proposed ASPR 15-204. 2(q)(2) and 
(3)(i) and (ii), a consolidated edited version of the above sub- 
paragraph 15-204. 26c, with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans_and the method of determination of 
the costs thereof / of approved plans/ shall be the respon- 
sibility of the Department to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service. _/ Many pension plans of 
nonprofit or other tax exempt organizations are re- 
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 
When the plans of such organizations are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department shall review, and approve or 
disapprove, such plans, using, insofar as applicable, 
the' criteria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Serviced 

"|3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

•'(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in- 
cluding excess contributions, are allow- 
able only to the extent claimed and 
allowed, for Federal income tax purposes 

in the current taxable period; 

"(ii) in cases where the Internal Revenu£ Serv- 
ice withdraws approval of a plan, ^whether 
or not review of the planby Internal Revenue 
Service was mandatory^/ an appropriate 
adjustment of contract costs shall be made 
lor /which, except in the case of nonprofit 
and tax exempt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 
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The Chairman is of the view that the underlined third sentence 
of subparagraph (2) treats the problenn of pension plans of non- 
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is desired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the material in brackets whfch 
follows in both subparagraphs (2) and (3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans ASPR 15-204. 2(q) _/ 15-204. 26/ in which 
the controversial portions favored by the Army and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 

4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part. 

Pension Plans - ASPR 15-204. 2(q)(3)(iii) (B) /l5-204,26d7 

A. Implementation by ''Sid^^ Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Government- wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 
pension plans (see ASPR Case 55-111, Item 11 of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera- 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 March 1952, 
which recommended as follows: 

"The Committee feels that what is needed 
here is appropriate implementation by the mili- 
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon where appropriate. 
It does not believe that any action by the ASPR Con- 
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time . " (Emphasis 
added. ) 


8 


It is understood that each of the Departments has been ex- 
perimenting with the development of agreements to. provide 
for the recovery of reversionary credits, of the same gen- 
eral type as referred to in Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
coordination among representatives of the Departments, 
Paragraph 15-204. 26d of the draft for editing (set forth in 
paragraph above) refers to similar agreements as 

•'side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further action 
on the matter of DOD-wide agreements providing for the 
recovery of reversionary credits is appropriate at the 
present time. 

B. Further Implementation . It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in- 
vited to ASPR Case 55-47 - Cost Reimbursement Type Con- 
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5, The Editing Sub committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re- 
production of the edited Part. 

Overtime, Extra -Pay Shift, and Multi-Shift Premiums- ASPR 15-204. 2(o) 
I 15-204.24/ 

The subject paragraph provides as follows: 

"(o) Overtime, Extra -Pay Shift, and Multi- Shift 
Premiums. The premium portion of overtime, extra- 
pay shift, and multi« shift payments to direct labor 
employees may be classified as either direct or in- 
direct labor costs, but the amount of such premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization) • When 
direct labor cost is the base for distribution of overhead, 
the premium portion of overtime payments shall not be 
included in that base. The premium portion of overtime. 


9 


extra-pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval, 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
equitable in relation to (i) the amount of such premium 
costs allocated to non-Government work being con- 
currently performed in the contractor's plant and (ii) 
the factors which necessitate the incurrence of the costs..'* 

It is considered that an appropriate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconside 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 
It is considered that particular attention should be addressed 
to the terms "authorization" and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102, 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 


GEORGE W. MARKET. JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 
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February 27, 1956 


PROPOSED ASPR 15-204. 2 


(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained by 
a contractor primarily to provide systematically for the payment of defimtely 
determinable'^.enefits to its employees over a P"^^^ ° .f^' Vdrala^ 
life, after retirement. Such a plan may include disability, withdrawa 
insurance, or survivorship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by. ^^J^ based on 
such factors as years of service and compensation received by thcr employees. 
The determination of the amount of pension benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead of being used to reduce the f ^^^^ 

tributions by the employer. A plan designed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years 
after retirement shall be considered a pension plan if. under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actuarially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans withm 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_all pension 
plans and the method of determination of the costs thereof _/ of approved 
plansT shall be the responsibility of the Department to which audit cogmzance 
is arsigned and subsequent action taken by that Department wall, generally, 
be accepted by the other Departments. Plans which are subject to the ap- 
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure the allowance of 
the costs of such a plan by the Department concerned. Pension plans oJ _ 
nonprofit o r other tax ex pmpt organizations are not required to be reviewed 
.nH .nnrov ed bv the Internal Revenue Service. /Many pension plans of non- 
profit or other tax exempt organizations are reviewed and approved by the 
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Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Departnnent shall review, and approve 
or disapprove, such plans, using, insofar as applicable, the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service^/ 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) in cases where the Internal Revenue Service withdraws 
approval of a plan, /^whether or not review o£the plan 
by Internal Revenue Service was mandatory,^/ an appro- 
priate adjustment of contract costs shall be made for 
/ which, except in the case of nonprofit and tax exempt 
organizations, shall take into account/ contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
/ or_/ (B) below, to the effect upon current costs of possi- 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs — 

(A) when such credits or gains can be currently evalu- 
ated with reasonable accuracy, an equitable ad- 
justment of current costs to give effect to the anti- 
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary's 
calculation of current costs so that the current costs 
do, in fact, reflect the reduction for the abnormal 
termination credits or gains which are anticipated; 
and /or/ 
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(B) /^when such credits or gains cannot be currently evalu- 
ated with reasonable accuracj^/ such pension plan costs 
incurred under the contract shall be subject to retrospec- 
tive accounting and any necessary adjustment for sub- 
sequent termination credits unless the Government and 
the contractor agree in writing upon any necessary adjust- 
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration on 
an individual case basis. 


NOTE — The above proposed ASPR 15-204. 2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 
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OFFICl. OF THE ASSISTANT SECRETABI OF DtriaJSE . 
Washington 25i D» C« 


Noveiriber 1, 1955 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECTS Case Revision of Part 2, Section XV 


Your Subcommittee has reviewed the comments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, C* of C*, AIA, American Institute 
of Accountants, Council of Profit Sharing Industries, and Comptrollers 
Institute of America^ These comments resulted in numerous revisions of our 
3/23/55 draft. 

At the outset, the subcommittee wishes to draw attention to certain major 
issues idth industry which are historic and have not been resolved in this 
draft to the complete satisfaction of industry* ViHiile these issues have been 
taken up separately in this report, they are mentioned here because of their 
importance and long standing differences. They are (1) 15*203 .31 Selling 
and Distribution Expenses, (2) l5-20litl. Advertising, (3) 15-20U»11, Enter- 
taiment, (h) l5-20Utl6, Interest and (5) l5-20U«l8j Losses on Other Contracts. 

Industry made the following general observations which the subcommittee 
believes worthy of mentioning. First, they object to the requirement, in many 
cases, that some costs to be allowable must be upon authorization by special 
contract provision or by written authorization of the contracting officer, 
rather than just the approval of the contracting officer. 

Second, throughout the proposed draft there is interjected a requirement, 
that the auditor evaluate the equities of the situation, in addition to his 
\isual function of measuring the reasonableness of the amount and the proper 
allocability of the item. Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost*type contracts 
and it should not be made an audit manual for the various services. 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section. 

The following paragraphs contain what the Subcommittee considered to be 
major unresolved issues with industry, certain diffe;*ences which developed 
within the Subcommittee, and other comments on particular paragraphs of the 
draft. 

15^*200 Scope of Part . 

INDUSTHT POSITION 

A statement should be included to the effect that Section XV i$ not 
applicable to fixed price contracts. Including those with price redetezrdna*- 
tion provisions. 


aUBCQMMIITEE POSITIQN 

The proposal Is not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a guide in auditing these contracts. 

^^2Ql(\^l Factors Affecting Allovab ilitv of Costs . 

IKDUSTRY POSITIQN 

Costs should not be measured by the new criterion "significant deviation 
in the established practices of the contractor which substantially increase 
the contract costs." 

SUBCOmTTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs. This does not take anything away from the contractor. If the reason 
for the deviation is justified, costs may still be allowed. 

Indirect Engii^eering Expenaefl. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member does not agree with the subcommittee's 
change of inserting the parenthetical phrase "(including independent research 
projects) in paragraph 15-203*2. 

The Subcommittee's purpose in inserting this phrase was to cover those 
few situations where contractors do not have a separate research department but 
perform thejLr research in their engineering departments. To meet these 
situations, the subcommittee wanted a statement in Section XV to provide that 
where independent research is performed in an engineering department, allocation 
of indirect engineering expenses will be made to such research work« 

The objection ^ the kix Force procurement iMimbw stems from the belief 
that such statement is unnecessary since the purpose of inserting the paren- 
thetical statement is already accomplished by the present wording of recognising 
independent research expenses in paragraph 15-204.34ci 

"Independent research projects will absorb their appropriate 
share of indirect eoqpenses of the department where research work 
is performed." 

Furthermore, the insertion of the parenthetical statement makes paragraph 
15-203 #2 subject to misinterpretatifm since a literal reading of the 
paragraph with the insertion is likely to be to the effect that indirect 
engineering expenses of the engineering department should be allocated to 
research projects even though such woyk is performed in a research department 
independent and apart from the location of the engineering department. This, 
of course, was not what was intended • The Air Force procurement member, 
therefore, recommends the deletion of the parenthetical statement. 
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15-203 t3 Selling and Distribution Expense . 

INDUSTEg POSITICMi 

Selling and distribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts by associating such expendi- 
tures with an indirect benefit to Goverranent woric* It contends that the 
Government stands to benefit by being able to place orders for standard 
commercial products or specially designed products with companies which, 
through expenditures for advertising, sales promotion and selling activities, 
have capacities to produce efficiently and quickly the requirements of the 
Government that otherwise could not be possible without delays and e^ehdi- 
tures* Industry would like the allowable costs more clearly defined* How- 
ever, it is noted that the American Institute of Accountants says: "This 
treatment of selling e^qpenses seems entirely satisfactory to me, and is in 
agreement with good industrial and contract practice*" 

SUBCCttMITTEE POSITION 

Pure selling expense of the contractor as such is unallowable for the 
reason that it is not necessary and does not contribute anything to the 
performance of the contract* Generally, any type of marketing expense in 
the ordinaiy sense is not considered to be necessary in contract performance 
and is not required in doing business with the Goverment* However, the 
Subcommittee does feel that a reasonable demonstration that his technical, 
consulting and related beneficial services which are for p\xrposes of appli- 
cation and adaptation of the contractors products may justify allocation of 
Government contracts* Any further liberaliaation would be unjustified* 

15-203 *li General and Administrative Expenses * 

INDUSTRY POSITION 

It is not necessary to enumerate factors to be considered in determining 
whether a method of distributing general and administrative expenses will pro- 
duce equitable resfults. The inclusion of such a listing will lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated* 

SUBGOM^gTTEE POSITION 

It is recognized that this paragraph involves a controversial matter and 
one which requires the consideration of maxjiy different points. However, it 
is felt that inclusion in this paragraph of several illustrative factors to 
be given consideration will not only insure that the listed factors are con^p- 
sidered but will tend to indicate that there are many facets to the problem* 

15*203*5 Base Period for Allocati<m of Indirect Expenses * 

INDUSTRY POSITION 

This paragraph is inconsistent with l5*?Q3(b) and permits Government 
personnel to select the periods which n^ust be used* 
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SUBCOMMITTEE POSITION 

The Subcoimnittee fails to see aw inconsistency between this paragraph 
and l5-203(b). One deals idth the method of allocation and the other with the 
base period for allocation. 

l$-20Ua Advertising s 

INDUSTRY POSITI ON 

The present limitations on advertising are too restrictive, and overlook 
the fact that any advertising is 4 normal cost of doing business from which 
the Government has derived benefit and as such should bear a portion of the 
expenses. 

■ SUBCOMMITTEE POSITION 

Advertising, generally, is not necessary in order for industry to con- 
duct business vrith the Government. On the other hand, in the modified version. 
Government recognition has been accorded that portion of industry advertising 
which encourages dissemination of technical information within industry itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion of same. One slight 
concession made by the Subcommittee is the deletion in the third line of 
paragraph a. (1) after the word "placed" of the phrase, "for the purpose of 
of fering financial support to", and substituting the word "in". The change 
was made because of the difficulty of determining a contractor's intent and 
the words were not helpful in determining cost allowances. The Subcommittee 
set forth its views on this subject in greater detail in previous reports. 

l5-20li»6 Compensation for Personal Services . 

The DOD position on profit sharing has not been determined by higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final form until policy 
guidance is f orthcoming* 

l$-20l;,8 Contributions and Donations . 

INDUSTEg POSITION 

Industry has two objections to the proposed recognition of contributions 
and donations. First, industry objects to the exclusion of religious contri- 
butions and donations as a reimbursable cost^ Next, ind\istry feels that 
aside from the reasonableness of the amount of deviations and the contractor's 
consistent practice of making such donations that the only additional limi- 
tation for the recognition of these donatic^is is that the amount be deductible 
for federal income tax purposes* Accordingly, industry objects to the phrase 
"but the deductibility of the contribution for income tax purposes does not 
in itself justify its allowability as a contract post." 


SUBCOMMITTEE POSITION 


(1) Religious donations should not be a reiinbursable contract cost 
because (a) it cannot be said that religious donations are an ordinaiy and 
necessary business e^qpense and (b) it is believed that the reimbursement to 
contractors of their religious donations from Public and Defense Funds would 
violate public policy. 

(2) The deductibility of an item for federal income tax purposes should 
not be the only consideration for its recognition as a contract cost# For 
example, propriety and reasonableness are other standards. Hence, the phrase 
quoted above and objected to by industry is necessary in regarding the 
recognition of contributions and donations. 

l5-;20U>9e Depreciation . 

Protracted discussions in the Subcommittee failed to resolve the ques- 
tion of whether the term "emergenqy facility" or "emergency facilities" 
should be used in this paragraph. 

MAJORITY POSITION 

The issue arises because of the Army and Air Force policy of allowing 
contractors to select categories of facilities, for which separate findings 
are made on a determination^ for true depreciation and those for normal 
depreciation. 

NAVY MINORITT POSITION 

Navy policy is that once a true depreciation determination is made, a 
contractor must elect to take true or nomal depreciation for all the facil- 
ities covered ty the determination* Hence, Navy insistence on the words 
"emergency facilities" 

I5''20li.ll Entertainment Expense . 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con- 
flict with the provisions of 15-20U.10 and l5-20U#liO. It further contends 
that unless there is an overriding public policy to the contraiy, entertain- 
ment expenses reasonably allocable to Government contracts should be recog- 
nized, to the extent that it can be demonstrated that such expenses are 
ordinary and necessary to the business of a contractor* 

SUBCOMl^TTEE POSITION 

There is no conflict with this paragraph and paragraphs 15-20U#10 and 
15-20U*UO. Furthermore, this type of e^ense is solely for the benefit of 
the contractor, serves no purpose to Government work and has been tradi- 
tionally disallowed. The contractor may be placed in a favored class should 
he be allowed to recoup entertainment expense through Government contracts 
and is considered to be against public policy* 
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lS-20U.l$(f ) IjftSTiranee and focleinnification > 

AIR FOhCE MINORITY POSITION 

The Air Force procurement mentoer disagrees with the Subconanittee's 
wording of subparagraph (f ) and believes that the following proposed wording 
would permit a more practicable application of accepting uninsured losses as 
a contract cost* The proposed change would ranove uncertainty as to the 
Government conpitments and liability in this area. It also makes the 
Goyerment's commitment known at the time of contracting, Furthemore, it 
eliminates the Deparl/mental apprpval of such cost (as the present language 
provides) and places it at the level of the procuring activity. It is pro- 
posed that (f ) readt 

"f , losses resulting from failure to insure (through self insurance 
or otherwise) are not allowable unless authorised by special contract 
provision," 

QSD MINORITY POSITION 

It is recommended that the words, "unless approved the Department 
concerned" be deleted in paragraph (f ) since only one known Navy case was 
cited in substantiation of the,phrase# 

1$">2QU#16 Interest and Other Financial Expenses # 

INDUSTRT POSITION 

Industry contends that interest should be allowable. 

SUBCOMMITTEE POSITION 

Interest has always been considered as unallowable because it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis. The Subcommittee sees no reason why this position should be changed. 
More detailed reasons for disallowance are set forth in previous reports. 
In this connection, it should be noted that DOD Directive requires interest 
to be charged on advance payments. 

l$-20li.l8 Losses on Other Contracts . 

INDUSTRY POSITION 

Industry, in effect, requests that the portion of cost-participation 
contracts not reimbursed by the Government under that contract be allowed as 
a cost on other contracts # 

SUBCOMMITTEE POSITION 

This proposal is rejected since a contractor in accepting a cost-partici- 
pating H&D contract expects that later production contracts will be obtained 
resulting in prof it to compensate for earlier costs of participation. 
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l$-20U#l9(b) Maintenance and Repairs > 


PJDUSTIg POSITION 

Industry objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision. 

SUBCOMMITTEE POSITION 

The requirement of a specific contract provision for recognition of this 
expense is necessary in order that the Government may exercise some control 
over the amount of deferred maintenance expense which may be charged against 
cost-type contracts • The contract provision requirement in no way lessens 
the recognition of this expense • Since such expenses could be substantial 
and the possibility of a dispute would always be present as to the amount 
which should be accepted as a contract cost^ it seems best that this be 
covered by a contract provision. 

l$->20U*21b> Materials and Supplies (Cash Discounts) 

INDUSTRI POSITION 

Industry questions the requirement of the Grovemment that cash discount 
be taken as a credit against the cost of material?, their theory being that 
cash discount is actually financial income comparable to interest as a finan- 
cial expense, and since interest is not considered an allowable cost, cash 
discount credits should be omitted from consideration. 

SUBCOMMITTEE POSITION 

The subject of cash discpunt credit is in an area completely separate 
from that of financial expenise or financial income. Classifying cash discount 
as financial income is fallacious since realized income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs. It is the net price which a 
seller expects to receive, and a buyer expects to pay# The cost of materials 
therefore is represented by the total outlay of cash or. its equivalent for 
tho purchase of the materials; if the cash paid out includes a reduction for 
allowances or credits taken by the contractor, the net amount paid represents 
the true cost of the material. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member believes the third sentence of this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor has the election to credit discounts, rebates, etc« to 
material costs or to indirect costs. The Air Force Procurement mwber 
would clarify the 3rd sentence by adding the following: "which ever method 
has been consistently followed 4^ the contractor." These added words are 
considered necessary since it is believed that the reqiairement for a con- 
sistent application of these credits is not necessarily found 1^ reading 
the questioned sentence in light of the Basic Principles and Standards 
(15-201). 
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l$-20U.gle « Materials and Supplies (Write-down of Inventoiy Values) . 
INDUSTjg POSITION 

Write-dofwn of inventory value should be allowed as a contract cost* 

SUBCOMIIITTEE POSITION 

Although this item is not a major objection by industry, the Subccnunittee's 
position is that there is little, if any, merit to industry's contention in 
cost-type contracts. Write-down of material costs would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 
therefore, should be absorbed by the business to which the (write-down of 
value) applies. 

l5-20lt.2U Overtime, Bxtra Pay Shift and tfalti-Shift Premiums . 

INDUSTtg POSITION 

Industry wants restriction lifted with respect to cost of overtime and 
shift premium on indirect labor. The suggested change in the draft may remove 
some of the objection. As to such cost on direct labor industry wants no 
restriction except as provided by contract terms in accordance with the con-^ 
tractor's practices and procedures, this being a standard operating procedure 
for most companies and such provision is often made for such procedures in 
union contracts. This argument does not in any w^ appear to bind the Government* 

SUBCCMMITTEE POSITION 

For the contractor to be required to identify separate]^ shift premium 
and overtime on his books is a sound practice and one which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Government to restrict and control . overtime and extra pay shift cost. Not 
to do so would invite the contractor to work normail hours on commercial work 
and run up lage amounts of extra pay and overtime cost. Extra pay cost and 
overtime premium on indirect labor is allowable on a pro rata basis to 
commercial and Government provided it is otherwise reasonable. 

15-201^.25 Patent Expenses . 

INDUSTHC POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even though the Government may not obtain any rights under the patents because, 
ty obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to 8<wie other person who may obtain a patent on the 
same invention* 

SUBCg^ITTEE POSITION NO. 1 

This comment was rejected on the basis that the contractor gets title 
to the patents and the primary benefits therefrom* This would amount to a 
windfall to the contractor if the Government paid* 
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INDUSTRY POSITION W. 2 


Add to allowable costs "the defense of patent infringement litigation" • 
SUBCOMMITTEE POSITION NQ> 2 

Under the Act of June 25> 1910, as amended, (28 USC 11|98), only the 
Government can be sued for patent infringement on contractor's production 
for the Government. If a contractor is sued for patent infringement, it 
must be for its own cwnmercial production. Therefore, there can be no costs 
to industry for defense of patent infringement litigation, except such as 
are passed on to industry by the Government through the Patent Indemnity 
clause. To allow such costs would conflict with th? purpose of the Patent 
Indemnity Clause* 

l$-20U»29c * Legal FeeS i 

INDUSTRT POSITION 

The cost of successful anti-trust suits brought by the Government and 
the cost of successful prosecution of claims against the Government should 
be allowable on the premise that these are ordinary, necessary and proper 
expenses of doing business and therefore should be considered allowable. 

SUBCOMMITTEE POSITION 

Costs inctxrred in these connections, whether the results of the actions 
are successful or not, are unallowable. Keimburseiaent of litigation costs 
where the Government is a party to the suit is obviously untenable. The 
Government can not financially support the party with which it is engaged in 
legal dispute. 

1$-20U>30 Profits and Losses on Disposition of Plant, Equipment or Other 
Capital Assets . 

INDUSTIg POSITION 

Such profits and losses should be allowable to the extent that they rep- 
resent adjustments to depreciation on assets acqviired for Government business. 

SUBCQMMITTEfi POSITION 

The subcommittee agrees with this contention but feels that it would be 
impractical, if not impossible, to distinguish between that portion of a 
profit or loss which represents an adjustment of depreciation and that which 
was caused by fluctuations in the general price levels 

l$-20ii.31 Reconversion Expenses . 

INDUSTRY POSITION 

Industry comments ran the complete gamut from general agreement with the 
item as drafted to an extreme statement by Auto Manuf actm'ers Association that 
*Hie can see no reason for disallowing any conversion expenses". 
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SUBCOMMITTEE POSITION 


It is apparent that industry should seek a birth-to-burial treatment of 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle* Specific provision in the contract of those recon- 
version expenses which are allowable appears the best method of assuring fair 
treatment of the Government's and contractors* interests* All items not 
specifically provided for in the initial contract or by modification are 
not allowable* 

Ml22li2.^ Rentals of Plant and Equipmen t # 
mPUSTHg POSITION 

The restriction on amounts of allowable rent for facilities covered by 
sale and lease-back agreements is not equitable* As long as the rents are 
reasonable in the light of the type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement the 
Government's interests as^e adequatelj^ protected* In addition, the Government 
would be penalizing companies who have sale and lease-back agreements as 
contrasted with coinpanies holding conventional leases* 

SUBCOHMITTEii: POSITION 

Sale and lease-back agreements are primarily entered into to provide 
additional working capital, without borrovjing funds, or issuing additional 
capital stookc* Another reason could be to obtain tax benefits* To accept 
the risk, finracijug and profit factors included in the rental of sale and 
lease-back facilities would be contrary to our position regarding interest 
as a nonallo^oable cost* P'urthermora, the accelerated amortization usually in- 
cluded in the rental may represent an unreasonable contract cost* 

l5**20li*3Ub(i) Research and Development (General Research ) 

The subcommittee concurs with the violent objection of industzy to placing 
a ceiling of 2$% on general research costs* The draft takes a new approach 
of allowing "the allocable portion of 7S% of the allowable costs of a con- 
tractor' s independent general research"* Ifeder this arbitrary formula, there 
is no penalty for being predominantly a defense contractor but some restrict* 
tion is placed on such a contractor from going whole hog on general research 
)ofy forcing him to place sme of his own funds into such projects* Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90$S* Other Subcommittee members 
feel that 7S% is a reasonable figure but should be followed by the paren- 
thetical insertion "(or such other percentage as may be agreed Mpon and set 
forth in the contract Schedule)" since flexibility is desirable in this area* 

lg^20U*3S Royalty Payments * 

INDUSTEg POSITION 

Industry takes objection to the limitation on the allowability of royal«> 
ties where royalties paid or payable for the right to use patents necessary 
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for the proper perf omance of a contract and where the Government does not 
already have a rqjralty-free Ucense to use such patents, the royalties are 
allowable to the extent expressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Officer. Industry contends that it 
Should be permxtted to manufacture products under license agreements which 
they would otherwise have to purchase and that payment for same should not 
be subject to such limitations. 

SUBCOMMITTEE POSITION 

In the Subcommittee's opinion, the payment of royalties to contractors 
under the circumstances described should be circumscribed by contract pro- 
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government does not have a royalty-free 
license to use same, may often be predicated on the highest rates the 
market will bear, and since payment limitations are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading to the reduction of royalties where royalty payments in 
connection with contract performance are deemed excessive. The inclusion 
of the limitations in the revision permits review of the circmstances 
surrounding the incurrence of royalty payment costs and assures control by 
the Contracting Officer. In addition to the cost feature, review tgr the 
Government can be effected to assure that the Government does not already 
have a rpyalty-free license to use the patent concerned. In summary, Con- 
tracting Officers can determine if the royalty costs are bona fide and 
reasonable. 

1$-2QU.36 Service and Installation Expenses . 
BACKffilOUMD 

The 3/23/55 draft contained a prevision (now deleted) concerning cor- 
recting product defects and replacing defective parts. 

ASPR POSITI ON , 

ASPR 7-203.5 - Inspection of Supplies and Correction of Defects - pro- 
vides that the Government will pay these costs unless caused by high officials 
of the contractor. 

SUBCOMMITTEE POSITION 

When such costs are inctjrred due to failure to comply with contract terms 
or specifications, or from causes considered %o be beyond the area or reason- 
ableness, such costs including any applicable overhead should be unallowable. 
The Subconiroittee will present an actual case in substantiation of its recom- ' 
mendation that the ASPR Coramitte© give serious consideration to amendine 
ASPR 7-203.5 along the above lines. 

15-^20U.37 Severance Pay . 

INPUSTR3f POSITION 

The portion of the revised provision relating to contr^pt costing of mass or 
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abnormal severance paor is impractical and would be difficult and cumberscaae 
to apply, and the cost of severance pay, generally, should be handled on a 
basis conforming with accepted accounting principles and practices and the 
established policy of a contractor, rather than policy which constitutes 
an implicit agreement on the contractor's part. Industry also feel that 
perhaps allowability should be provided for on either an actual or an accrual 
basis* 

SUBCOMMITTEE POS ITION 

The treatment as proposed for mass severance pay is the most practical 
and realistic approach to a problem which concerns an unpredictable contin- 
gency^ It is felt that a contingency reserve for mass severance pay is too 
conjectural to be considered a cost. The Government i?hould not obligate 
itself for more than its pro rata share of severance wage payments actually 
made, in accordance with a policy reflecting implicit agreement by a con- 
tractor, on the basis of its ratio of participation in the contractor's total 
business during the period of employment of the individual involved. 

l$-20UO9a(3) Taxes 

liroUSTHT POSITION 

This clause shoiild be eliminated as in many, cases the cost of securing 
the exemption exceeds the amount to be saved* 

AIR FORCE MINORITg POSITION 

The Air Force members believe there is merit in industry's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions are available to the contractor directly 
or available to the contractor based on an exemption afforded the 
Government except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption outweighs 
the corresponding benefit^ accruing to %h& Government. »• 

l$-20li.39b . Taxes. 

INDUSTRY POSITION 

Industry generally contends that this paragraph should be revised to 
allow cost of taxes, interest, penalties and epqpenses of contractor's acts 
in resisting assessments or attempting to secure refunds, without the 
position of the restrictions presently included in this paragr^ipb as in 
certain situations contractors cannot possibly or reasonably comply with 
these requirements. 

SUBCOMMITTEE POSITION 

The restrictions imposed by this paragraph are reasonable in that they 
merely x*equire the contractor to obtain arwi follow instructions from the con-^ 
tracting officer in cases where there is a doubt as to the legality or 
correctness of a tax assessmcwit. 
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X$^20U>UQ Trader Business and Prof essional Activities (Exhibitions )> 
INDUSTRg POSITION 

The expenses of holding exhibitions is a required cost of doing business, 
as normal and essential as expenses incident to meetings and conferences, and 
as such should be aJJ.owableti Further, the revision ±3 unduly restrictive in 
that it relates only to expenses incurred at meetings and conferences when 
the primary purpose of the incurrence is the dissemination of technical in- 
formation or infoitnation aimed at the stimulation of production, and does 
not include expenses of exhibitions incurred for dissemination of information 
to the trade, the public, prospective employees, etc«, about the particular 
business 0 

SUBCOMMITTEE POSITIO N 

This matter is quite similar to the problem of allowability of advertising. 
Doing business with the Government does not presume that dissemination of in- 
f omation about the business to the trade or public through exhibitions is 
necessary. The Government is agreeable, however, to accepting its pro rata 
share of expenses incurred for the dissemj.nation of technical information or 
information aimed at stimulation of production through meetings or conferences* 
The exhibitions referred to by industry are those held for purposes other than 
these; therefore, the costs thereof are considered unallowable • 

GENERAL COMMEKTS 

1* Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex- 
pedite consideration. 

2. The need for editing is recognized* 

3» GAO concurrence has not been obtained. 

ii* Prior to publication^ Part 1 must also be revised (the Subccarnmittee 
has made considerable progress on revised Part 1) and certain cross-referencing 
accomplished on existing Parts 3 and ii« 
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MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-44- - Depreciation Cost Interpretation for 
Inclusion in Part 6, Section ASPR 


lo Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955, subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602. This was discussed 
at the ASPR Committee meeting on 5 April 1955^ and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting • 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
li^t of the mentioned minutes, and recommends only that ASPR 15-602 ol 
be revised to read as follows: 

15-602.1 - Applicability and Effective Date o This cost inter- 
pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205 (o), 
with regard to contracts executed on or after the date of its 
issuance. It shall also apply to existing contracts in those 
cases where such interpretation was (i) specially provided for 
in the contract or in the record of contract negotiations, or 
(ii) in the absence of specific agreement, where the parties have 
reserved final resolution of the question of cost allowance in 
regard to depreciation pending the issuance of an interpretation 
by the Departments with respect to the applicability of Section 
167 of the Internal Revenue Code of 1954* 

3. The Editing Committee has considered other suggestions con- 
tained in the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved. 


MEMO FOR: A^PR COMMITTEE / 27 Apr 55 

SUBJECT: Case 53-44«o« 

4- The Navy Member presented to the Editing Committee, for 
consideration, a memorandum to him, (Tab 1), recommending further 
change to ASPR 15-602 o2, as set forth in Inclosure 1 to mentioned 
memoranduin from" the Editing Committee, dated 24- March 1955- The 
Editing Committee feels that this proposal should be considered by 
the ASPR Committee, and, therefore has taken no affirmative action 
on the recommendation* 


1 Incl MAUKTCE LE7IN 

(Tab 1) LtV Colonel, JAGC 

Army Member 
Chairman 


GEORGE W. MARKET, JR. 
Navy Member 


TttLLTAM'IUNVES 
Air Force Member 
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OGC/GWM:lwt 
April 2, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Development Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as coiisidered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee^ that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became#apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 


such discussion permitted on the basis of a unilateral request by any member 
withbut ccTn-currence : of the Section XV Subcommittee. The Air Force and 
Army members of the Editing Subcommittee have questioned the authority 
of the joint subcommittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission to the 
AS PR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters^ Unless otherwise indicated^ reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9. 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change 'trans- 
feror'' to 'transferee/* The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II. Research and Development CostS o Joint Recommendation I under 
paragraph 2.B. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term ''product line" (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans. The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204. 2(q), 
pages 12-15 of attached draft which contains some additional nriinor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 


B. Research and Development Costs - ASPR 15-204, 2(v), page 18, 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from **Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

**The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government.*' 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV. See, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . . The, attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
nnay be used *'to the extent appropriate" for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203.]:(c)). The draft for editing (ASPR 
15-203.5) did not contain the fir st' sentence which has been proposed 
as a definition^ or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f)(2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. * Rental Costs (Including Sale and Leaseback of Facilities) , 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although aii ana&p^ous principle had 
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been covered with respect to outright transfers of material and services 
(ASPR 15-204. 2(n)(6)). 

V. Research and Development Costs (ASPR 15-204. 2(v)(3) )> Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B, above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development. " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by'' an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. ^ General and Adm i nistrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^ii)" of factors to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15^2i|^a|^i(i), page 24) . The parentheti - 
cal reference to ASPR 15-lxx was included by way of compromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

n. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Ps^vt 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements'* 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discussed,_the pro- 
blem was related to proposed ASPR 15-204, 2([q)(3)(iii)(B) ^ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra-Pay Shift, and Multi-Shift Premiums^ ( ASPR 
15-204. 2(o), page 12) , Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing, tha title -and lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft subnnitted for editing. 


Editing Subconnmittee : 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 


Section XV Subcommittee: 


Army: 


Navy: 


J. O. Hunnicutt, Jr. , Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. MaySj Hq. AAA 


Arthur Co Sawallisch, ONM 
James Ruttenberg, OC«=N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 


POD : 

H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 


Air Force : 

Paul M. Southwell, AFMPP 
George A. Rudigier, AFAUD 
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* Will submit separate report. 


TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15.204o3) 


15-204.2 Costs Allowable in. Whole or in Part, 

(a) Advertising Costs. /Ii5-204.l7 

(b) Bidding Costs . /T5-204.37 

(c) Civil Defense Costs . /^15-204._5/ 

(d) Compensation for Personal Services. 7^15-204^.6/ 

(e) Contributions and Donations, 7^15-204.8^/ 

(f) Depreciation. /T5-204.97 

(g) Employee Morale/ Health, and Welfare Costs and Credits. 
715-204.10/ 

(h) Food Service Costs and Credits . /l5-204.47 

(i) Fringe Benefits, /T5-204.147 

(j) Insurance and Indemnification. /^ 15-204. 15^/ : 

(k) Labor Relations Costs. /T5-204ol77 

(1) Maintenance and Repair Costs. 715-204.19^/ 

(m) Manufacturing and Production Engineering Costs, / 15-204. 20/ 
(n) Material Costs . /T5-204.2JL7 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204. 24/ 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204.267 

(r) Plant Protection Costs . /r5-204. 27/ 


TAB A 


(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, ^15-204.29/ 

(t) Recruiting Costs , /IS -204. 327 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
/15-204. 33/ 

(v) Research and Development Costs. /T5-204. 347 

(w) Royalties and Other Costs for Use of Patents. /T5-204, 35/ 

fx)- - Se-p-v^i<:^aHd-In€;4:alla4:k» -Goatsn, /Ts- 204. 367 (deleted) 

(x) Severance Pay . /T5-204. 37/ 

(y) Special Tooling Costs , _/ 15-204, 387 

(z) Taxes. /I5-204, 39/" 

(aa) Trade^ Business, Technical, and Professional Activity Costs . 
^15-204.40/ 

(bb) Training Costs, ^15-204, 4l7 

(cc) Transportation Costs. /^15-204.42/ 

(dd) Travel Costs . /l5-204,43/' 

(ee) General, /T5-204. 237 

15-204. 3 Unallowable Costs, 

(a) Bad Debts. /T5-204.27 

(b) Contingency Reserves, ^15-204,7/ 

(c) Entertainment Costs . / 15-204. 11/ 

(d) Excess Facility Costs, /T5-204. 127 
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(e) Fines and Penalties . _/ 15-204.12/ 

(f) Interest and Other Financial Costs . /T5-204. 167 

(g) Losses on Other Contracts. /T5-204.187 

(h) Organization Costs. /TS- 204. 227 

(i) Precontract Costs. /T5-204.287 

(j) Profits and Losses on Disposition of Plant, Equipment ^ or 
Other Capital Assets. 7^15-204. 3£/ 

(k) Reconversion Costs. /15-204. 3l7 
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K 1956 

MEllORANDim FOR THE CHAIRMAN^ ASFR CGHI4I!1T£B 

SUBJECT: Case 53«UU> Revision of Section VT, Contract Cost Principles 
Separate Rq>ort of the AmQr and Air Fox^^ members, 
^ting Subcommittee 

1« The Anqgr and Air Force menbers o:^ the Editixig SubcoxtBidttee 
xoiderstood that the Editing Stabcoirsnittee^s report of March 9m 1956 
vas returned to that Subcommittee solely tb resolve, idth the Section 
Z7 Subcommittee, aiQr substantive differences between that report and 
the matezlals approved bgr the ASFR Committee in December 1955* On the 
contrary, a great part of the time of the two Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various mentoers of the Section X\r SubcoiiiQittee« 
Since the Anny and Air Force mernbers of the Editing Subcommittee do not 
consider most of the changes made in the past two weeks necessary to 
confom the edited draft substantively to the draft sqpproved by the ASPR 
Conmittee, and since th^ do not know which, if any, of the many new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Consnittee members from the Departments in 
which the conc^ts originated, th^ are not able to recomm^ approval 
of the iqaterials now being submitted to the ASPR Coirinittee* 

2» As exanples, attention is directed to the paragraphs listed 
below* 

a* 15-200 h^ been revised to exclude simply pontracts with 

contractors not having commercial type accoimting systems, and to exclude 

claiises in supply or service contracts providing for the acquisition of 
facilities^ . 


b« X5*20;^ » has been revised by addixig i first smd third 
sent^ees* The f^rst sentence defines *^i^se period#t* The third smtence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal 7ear« 

c» IS- 203. 5 has been revised to include the "input cost method" 
as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations* 

d# l5-20li»2(f)(2> as approved by ASPR and as originally edited 
provided that depreciation should be ''based vpon original acquisition 
cost*'' As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever base is used for Federal income tax purposes* 
Read in conjxmction with l5-20lu3(j) this paragraph originally required 
that the contractor ignore^ for Government contract cost purposes^ both 
profits and losses on trade-ins* In addition^ application of this para* 
graph (f)(2) as now revised to tax-exempt corporations which have coxomercial 
type accounting systems, will be difficult* 

e* l5-20U*2(f )(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor* 

f* l5-20Lu2(n)(5) which did require that inventory discrepancies 
be included in arriving at "the cost of material" now requires that they 
be included in arriving at "the cost of performance*" 

g* lS*20U*2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged between plant s> divisions > or organissations 
under common control* 
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h. 35-20U« /)(3) has been changed to requi. disclosure to the 
tiovemment of the pivposes and results of related research and development 
for which the contractor is reimbursed in whole or in part by the Govern* 
mexit* 

io l5-20l4.2(aa}(l) has been limited to the costs of the con- 
tractor's membership in organizations^ as distinguished from the costs of 
membership of contractor employees # 

jo I5*20iu2(bb) has been changed to limit on*- the- job training 
conducted by educational institutions to part-time training^ and to require 
Departmental inplementation before training in educational institutions can 
be provided for in a contracts 

k. l5-20U*3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limit the provision to contractoi>owned facilities j and 

(3) clarify the assumed meaning of ^'standby purposes." 
1. 1^20U.3(j} has been changed by adding a cross reference 

^ich is in fact an exception* 

3» If a generalization may be hazarded^ the changes made in the past 
two weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs* This trend in turn is attributable, at least in part, to 
the idea expressed by certain msmbers of the Section Subcommittee that 
the doctrine of "reasonableness" expressed in 15-201«2 permits only 
questioning the reasonablmess of the price paid as conpared to what the 
contractor got but does not permit questioning the reasonableness of the 
contractor «s incurring the cost in the first place* Possibly this limited 
interpretation of "reasonableness" is due to the school of thought ^ch 
considers Part 2 of Section X7 to be an audit manual* 

3 


hm The ArnQT SLid Air Force members of the EdltLig Subcommittee 
recorameiid that the ASPR Canraittee wview the materials now being sub- 
mitted on the subject case as if the7 were an enbirely new substantive 
submission from the subject Subconmittee^ subject only to recognition 
that the submission has been edited* 

Lt, Cole Charles W. Wi3kinson John W« Periy 

Army Member Air Force Member 

Editing Siibcomrnittee Editing Subcommittee 


(e) Fines and Penalties , /^15-204.12/ 

(f) Interest and Other Financial Costs , /TS- 204. 167 

(g) Losses on Other Contracts, /T5-204.187 

(h) Organization Costs. /T5-204. 227 

(i) Precontract Costs. /T5-204. 287 

(j) Profits and Losses on Disposition of Plants Equipment^ or 
Other Capital Assets. 7^15-204. 30/ 

(k) Reconversion Costs. /15-204, 3l7 


February 27, 1956 


MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 
Principles 

1 The Editing Committee has substantially completed its task with respect 
to the draft of Part 2, Section XV, submitted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matters. 

A. Consideration by the ASPR Committee of certain new sub- 
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. 2(n){6)). This is discussed in paragraph 3. A. 
below. 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs (proposed ASPR 15-204. 2 

. (v)(3), of the need for clarification of the term "product 
line" and, also, of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub- 
paragraph. This is discussed in paragraph 3. B. below. 

C. An issue within the Editing Subcommittee with respect 

to the costs of Pension Plans (proposed ASPR 15-204. 2(q)). 
This is discussed in paragraph 3. C. below. 

2. In addition to the foregoing there are certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requiring consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under A, B, and C of this para- 
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub- 
paragraph in the edited Part followed by brackets containing the corres- 
ponding number in the draft for editing. 


A. Material and Supply Costs - ASPR 15-204, Z(n)(6) / 15-204. 21f/ 


The subject subparagraph as edited provides: 

"(6) Costs of material, services, or supplies, 
sold or transferred between plants, divisions, or 
organizations, under common control, are allowable 
only to the extent of the cost to the transferor or 
the cost to the transferee, or the prices of other sup- 
pliers for the same or substantially similar items, 
whichever is lowest;/ provided that, in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels, a de- 
parture from this cost basis is permissible if the 
charge to the contract does not exceed either (i) the 
transferor's sales price to its most favored customer 
for the same item in like quantity, or (ii) the prices 
of other suppliers for the same or substantially 
similar items,*' 

In editing this subparagraph, the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor." 
The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee . 

B. Research and Development Costs - ASPR 15-204. 2(v){3) 
/ 15-204. 34b(ii) / 

The subject subparagraph as edited provides: 

"(3) Related research is that type of research which 
is directed toward practical application of science. De- 
velopment is the systematic use of scientific knowledge 
directed. toward the production of useful materials, de- 
vices, methods, or processes, exclusive of design, man- 
ufacturing, and production engineering (see ASPR 15-204.2 
(m)). Costs of a contractor's independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts. " 
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From the above, it will be noted that independent related research 
and development costs are allowable only if related to the con- 
tract product or "product line", but that such costs must be al- 
located "to all production work of the contractor," The Editing 
Committee is of the view that the term "product line" is suscept- 
ible of different interpretations and, in the interests of clarity, 
suggests that the ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro- 
duction work of the contractor " may create an inequity. Under 
the circumstances, it may be desirable to consider whether 
the current requirement for allocation to "all production work 
of the contractor" should be revised to require allocation to 
all production work in connection with the "product line" as 
that term may subsequently be defined or otherwise clarified. 

C. Pension Plans - ASPR 15-204, 2(q) /ASPR 15-204. 267 

The Chairman and the Army and Air Force members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. 

I, Substantive Change. The major difference of opinion 
arises over the question whether the edited version of proposed 
ASPR 15-204. 2(q)(iii) acceptable to the Army and Air Force 
members varies substantively from the corresponding para- 
graph 7^15-204. 26d/ of the draft for editing. The latter para- 
graph provides: 

" d. In determining the net costs allocable to mili- 
tary contracts, consideration will be given to the possi- 
bility of future abnormal termination credits or gains 
and the effect such credits or gains would have upon 
current costs. These termination credits or gains will 
arise with respect to individuals for whom current costs 
are being incurred by the contractor but whose employ- 
ment will terminate before they acquire a vested right to 
the benefits purchased or funded by current costs. When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accuracy, an equitable 
adjustment of current costs to give effect to the anticipated 
future credits or gains will be made. Such equitable ad- 
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary's calculation of current 
costs so that the current costs do, in fact, reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However, most often such ab- 
normal credits or gains, if foreseeable at all, are not 
susceptible of being evaluated at the time of contracting 
because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, 
the Government's interest in such abnormal credits or 
gains will be preserved for retrospective evaluation 
and accounting. If a contractor has but one or relatively 
few Government contracts, an appropriate contractual 
provision may be used to preserve the Government's 
interest by providing retrospective accounting and any 
necessary adjustment to pension plan cost incurred 
under the contract. In other cases, where a contractor 
is not limited to one or few Government contracts or 
there is reasonable probability he will receive follow -on 
contracts, a separate contractual "side" agreement will 
be negotiated having application to all pension costs 
allowed under contracts with the particular contractor 
and provide for an accounting of abnormal credits or 
gains, as that term is defined in the agreement, arising 
by reason of a cutback or cessation of Government con- 
tract workp " 

There is set forth below, as proposed ASPR 15-204. 2(q)(3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air Force members are in agreement with all ex- 
cept the words in brackets which the Chairman considers 
necessary to avoid a substantive change in the draft for editing. 
If the Chairman" s version is adopted, the underlined word "and" 
preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts, consideration shall be 
given, in accordance with (A) and [or I 
(B) below, to ^hc etfectupon current costs of 
pos sible futur_e_ab:noTmal_te r„m.ination„cxejdita 
or gains which may arise with respect to in- 
dividuals for whom current costs are being 
incurred by the contractor but whose employ- 
ment will terminate before they acquire a 
vested right to the benefits purchased or 
funded by current costs — 
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"(A) when such credits or gains can be 

currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici- 
pated future credits or gains shall be 
made, either by reducing the current 
costs otherwise allocable or by obtaining 
realistic recognition in the actuary's 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for thei abnormal termination 
credits or gains which are anticipated; 
and /o£/ 

"(B) /y/hen such credits or gains cannot be 
currently evaluated with reasonable 
accuracy, / such pension plan costs 
incurred under the contract shall be 
subject to retrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment, " 

II. Consistency with Interpretation in Part 6, Section XV, 
A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2). Here, the dis- 
agreement does not involve the question whether the edited 
version acceptable to the Army and Air Force members is 
substantively^ different from the corresponding subparagraph 
/Is -204. 26c/ in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un- 
explained significant difference does exist with respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department concerned, to the extent such 
costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non- 
profit or tax exempt organizations), are allowable except 
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as otherwise determined unallowable under this 
paragraph. Such costs may include excess con- 
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the current taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of 
contract cost will be made for contributions dis- 
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs." 

It is the Chairman^ s understanding that no particular reason 
existed within the Section XV Subcommittee for significant 
departure from the current treatment of the pension plans 
of nonprofit or tSix exempt organizationSj, set forth in part 
in ASPR 15-601. 2{b), as follows: 

"(b) Pension or retirement plans of a contractor 
which are subject to approval of the .Bureau of Internal 
Revenue must have been so approved before costs 
under the plans may be accepted as charges to Govern- 
ment contracts. Many plans of nonprofit or other tax 
exempt organizations are also reviewed and approved 
by the Bureau of Internal Revenue- - v/hen not so re- 
viewed and approved, each such plan will be reviewed, 
and approved or disapproved^ by the Department to 
which audit cognizance is assigned, using, insofar as 
applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of 
Internal Revenue. In any case where the Bureau of 
Internal Revenue withdraws approval of a plan, approval 
of amounts allocated to contract costs will be withdrawn 
accordingly, " 

Since Part 6, Section XV, received extended consideration by a 
Subcommittee addressing itself to that specific problem, the 
Chairman is of the view that significant departures therefrom 
should be avoided unless c^.early intended and adequately justified. 

There is set forth below, as proposed ASPR 15-204. 2(q)(2) and 
(3)(i) and (ii), a consolidated edited version of the above sub- 
paragraph 15-204. 26c, with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans_and the method of determination of 
the costs thereof / of approved plans/ shall be the respon- 
sibility of the Department to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service. _/ Many pension plans of 
nonprofit or other tax exempt organizations are re- 
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 
When the plans of such organizations are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department shall review, and approve or 
disapprove, such plans, using, insofar as applicable, 
the' criteria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Serviced 

"|3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

•'(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in- 
cluding excess contributions, are allow- 
able only to the extent claimed and 
allowed, for Federal income tax purposes 

in the current taxable period; 

"(ii) in cases where the Internal Revenu£ Serv- 
ice withdraws approval of a plan, ^whether 
or not review of the planby Internal Revenue 
Service was mandatory^/ an appropriate 
adjustment of contract costs shall be made 
lor /which, except in the case of nonprofit 
and tax exempt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 
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The Chairman is of the view that the underlined third sentence 
of subparagraph (2) treats the problenn of pension plans of non- 
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is desired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the material in brackets whfch 
follows in both subparagraphs (2) and (3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans ASPR 15-204. 2(q) _/ 15-204. 26/ in which 
the controversial portions favored by the Army and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 

4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part. 

Pension Plans - ASPR 15-204. 2(q)(3)(iii) (B) /l5-204,26d7 

A. Implementation by ''Sid^^ Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Government- wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 
pension plans (see ASPR Case 55-111, Item 11 of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera- 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 March 1952, 
which recommended as follows: 

"The Committee feels that what is needed 
here is appropriate implementation by the mili- 
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon where appropriate. 
It does not believe that any action by the ASPR Con- 
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time . " (Emphasis 
added. ) 
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It is understood that each of the Departments has been ex- 
perimenting with the development of agreements to. provide 
for the recovery of reversionary credits, of the same gen- 
eral type as referred to in Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
coordination among representatives of the Departments, 
Paragraph 15-204. 26d of the draft for editing (set forth in 
paragraph above) refers to similar agreements as 

•'side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further action 
on the matter of DOD-wide agreements providing for the 
recovery of reversionary credits is appropriate at the 
present time. 

B. Further Implementation . It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in- 
vited to ASPR Case 55-47 - Cost Reimbursement Type Con- 
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5, The Editing Sub committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re- 
production of the edited Part. 

Overtime, Extra -Pay Shift, and Multi-Shift Premiums- ASPR 15-204. 2(o) 
I 15-204.24/ 

The subject paragraph provides as follows: 

"(o) Overtime, Extra -Pay Shift, and Multi- Shift 
Premiums. The premium portion of overtime, extra- 
pay shift, and multi« shift payments to direct labor 
employees may be classified as either direct or in- 
direct labor costs, but the amount of such premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization) • When 
direct labor cost is the base for distribution of overhead, 
the premium portion of overtime payments shall not be 
included in that base. The premium portion of overtime. 
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extra-pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval, 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
equitable in relation to (i) the amount of such premium 
costs allocated to non-Government work being con- 
currently performed in the contractor's plant and (ii) 
the factors which necessitate the incurrence of the costs..'* 

It is considered that an appropriate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconside 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 
It is considered that particular attention should be addressed 
to the terms "authorization" and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102, 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 


GEORGE W. MARKET. JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 
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February 27, 1956 


PROPOSED ASPR 15-204. 2 


(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained by 
a contractor primarily to provide systematically for the payment of defimtely 
determinable'^.enefits to its employees over a P"^^^ ° .f^' Vdrala^ 
life, after retirement. Such a plan may include disability, withdrawa 
insurance, or survivorship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by. ^^J^ based on 
such factors as years of service and compensation received by thcr employees. 
The determination of the amount of pension benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead of being used to reduce the f ^^^^ 

tributions by the employer. A plan designed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years 
after retirement shall be considered a pension plan if. under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actuarially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans withm 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_all pension 
plans and the method of determination of the costs thereof _/ of approved 
plansT shall be the responsibility of the Department to which audit cogmzance 
is arsigned and subsequent action taken by that Department wall, generally, 
be accepted by the other Departments. Plans which are subject to the ap- 
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure the allowance of 
the costs of such a plan by the Department concerned. Pension plans oJ _ 
nonprofit o r other tax ex pmpt organizations are not required to be reviewed 
.nH .nnrov ed bv the Internal Revenue Service. /Many pension plans of non- 
profit or other tax exempt organizations are reviewed and approved by the 
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Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Departnnent shall review, and approve 
or disapprove, such plans, using, insofar as applicable, the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service^/ 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) in cases where the Internal Revenue Service withdraws 
approval of a plan, /^whether or not review o£the plan 
by Internal Revenue Service was mandatory,^/ an appro- 
priate adjustment of contract costs shall be made for 
/ which, except in the case of nonprofit and tax exempt 
organizations, shall take into account/ contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
/ or_/ (B) below, to the effect upon current costs of possi- 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs — 

(A) when such credits or gains can be currently evalu- 
ated with reasonable accuracy, an equitable ad- 
justment of current costs to give effect to the anti- 
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary's 
calculation of current costs so that the current costs 
do, in fact, reflect the reduction for the abnormal 
termination credits or gains which are anticipated; 
and /or/ 
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(B) /^when such credits or gains cannot be currently evalu- 
ated with reasonable accuracj^/ such pension plan costs 
incurred under the contract shall be subject to retrospec- 
tive accounting and any necessary adjustment for sub- 
sequent termination credits unless the Government and 
the contractor agree in writing upon any necessary adjust- 
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration on 
an individual case basis. 


NOTE — The above proposed ASPR 15-204. 2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 
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OFFICl. OF THE ASSISTANT SECRETABI OF DtriaJSE . 
Washington 25i D» C« 


Noveiriber 1, 1955 


MEMORANDUM FOR THE ASPR COMMITTEE 

SUBJECTS Case Revision of Part 2, Section XV 


Your Subcommittee has reviewed the comments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, C* of C*, AIA, American Institute 
of Accountants, Council of Profit Sharing Industries, and Comptrollers 
Institute of America^ These comments resulted in numerous revisions of our 
3/23/55 draft. 

At the outset, the subcommittee wishes to draw attention to certain major 
issues idth industry which are historic and have not been resolved in this 
draft to the complete satisfaction of industry* ViHiile these issues have been 
taken up separately in this report, they are mentioned here because of their 
importance and long standing differences. They are (1) 15*203 .31 Selling 
and Distribution Expenses, (2) l5-20litl. Advertising, (3) 15-20U»11, Enter- 
taiment, (h) l5-20Utl6, Interest and (5) l5-20U«l8j Losses on Other Contracts. 

Industry made the following general observations which the subcommittee 
believes worthy of mentioning. First, they object to the requirement, in many 
cases, that some costs to be allowable must be upon authorization by special 
contract provision or by written authorization of the contracting officer, 
rather than just the approval of the contracting officer. 

Second, throughout the proposed draft there is interjected a requirement, 
that the auditor evaluate the equities of the situation, in addition to his 
\isual function of measuring the reasonableness of the amount and the proper 
allocability of the item. Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost*type contracts 
and it should not be made an audit manual for the various services. 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section. 

The following paragraphs contain what the Subcommittee considered to be 
major unresolved issues with industry, certain diffe;*ences which developed 
within the Subcommittee, and other comments on particular paragraphs of the 
draft. 

15^*200 Scope of Part . 

INDUSTHT POSITION 

A statement should be included to the effect that Section XV i$ not 
applicable to fixed price contracts. Including those with price redetezrdna*- 
tion provisions. 


aUBCQMMIITEE POSITIQN 

The proposal Is not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a guide in auditing these contracts. 

^^2Ql(\^l Factors Affecting Allovab ilitv of Costs . 

IKDUSTRY POSITIQN 

Costs should not be measured by the new criterion "significant deviation 
in the established practices of the contractor which substantially increase 
the contract costs." 

SUBCOmTTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs. This does not take anything away from the contractor. If the reason 
for the deviation is justified, costs may still be allowed. 

Indirect Engii^eering Expenaefl. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member does not agree with the subcommittee's 
change of inserting the parenthetical phrase "(including independent research 
projects) in paragraph 15-203*2. 

The Subcommittee's purpose in inserting this phrase was to cover those 
few situations where contractors do not have a separate research department but 
perform thejLr research in their engineering departments. To meet these 
situations, the subcommittee wanted a statement in Section XV to provide that 
where independent research is performed in an engineering department, allocation 
of indirect engineering expenses will be made to such research work« 

The objection ^ the kix Force procurement iMimbw stems from the belief 
that such statement is unnecessary since the purpose of inserting the paren- 
thetical statement is already accomplished by the present wording of recognising 
independent research expenses in paragraph 15-204.34ci 

"Independent research projects will absorb their appropriate 
share of indirect eoqpenses of the department where research work 
is performed." 

Furthermore, the insertion of the parenthetical statement makes paragraph 
15-203 #2 subject to misinterpretatifm since a literal reading of the 
paragraph with the insertion is likely to be to the effect that indirect 
engineering expenses of the engineering department should be allocated to 
research projects even though such woyk is performed in a research department 
independent and apart from the location of the engineering department. This, 
of course, was not what was intended • The Air Force procurement member, 
therefore, recommends the deletion of the parenthetical statement. 
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15-203 t3 Selling and Distribution Expense . 

INDUSTEg POSITICMi 

Selling and distribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts by associating such expendi- 
tures with an indirect benefit to Goverranent woric* It contends that the 
Government stands to benefit by being able to place orders for standard 
commercial products or specially designed products with companies which, 
through expenditures for advertising, sales promotion and selling activities, 
have capacities to produce efficiently and quickly the requirements of the 
Government that otherwise could not be possible without delays and e^ehdi- 
tures* Industry would like the allowable costs more clearly defined* How- 
ever, it is noted that the American Institute of Accountants says: "This 
treatment of selling e^qpenses seems entirely satisfactory to me, and is in 
agreement with good industrial and contract practice*" 

SUBCCttMITTEE POSITION 

Pure selling expense of the contractor as such is unallowable for the 
reason that it is not necessary and does not contribute anything to the 
performance of the contract* Generally, any type of marketing expense in 
the ordinaiy sense is not considered to be necessary in contract performance 
and is not required in doing business with the Goverment* However, the 
Subcommittee does feel that a reasonable demonstration that his technical, 
consulting and related beneficial services which are for p\xrposes of appli- 
cation and adaptation of the contractors products may justify allocation of 
Government contracts* Any further liberaliaation would be unjustified* 

15-203 *li General and Administrative Expenses * 

INDUSTRY POSITION 

It is not necessary to enumerate factors to be considered in determining 
whether a method of distributing general and administrative expenses will pro- 
duce equitable resfults. The inclusion of such a listing will lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated* 

SUBGOM^gTTEE POSITION 

It is recognized that this paragraph involves a controversial matter and 
one which requires the consideration of maxjiy different points. However, it 
is felt that inclusion in this paragraph of several illustrative factors to 
be given consideration will not only insure that the listed factors are con^p- 
sidered but will tend to indicate that there are many facets to the problem* 

15*203*5 Base Period for Allocati<m of Indirect Expenses * 

INDUSTRY POSITION 

This paragraph is inconsistent with l5*?Q3(b) and permits Government 
personnel to select the periods which n^ust be used* 
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SUBCOMMITTEE POSITION 

The Subcoimnittee fails to see aw inconsistency between this paragraph 
and l5-203(b). One deals idth the method of allocation and the other with the 
base period for allocation. 

l$-20Ua Advertising s 

INDUSTRY POSITI ON 

The present limitations on advertising are too restrictive, and overlook 
the fact that any advertising is 4 normal cost of doing business from which 
the Government has derived benefit and as such should bear a portion of the 
expenses. 

■ SUBCOMMITTEE POSITION 

Advertising, generally, is not necessary in order for industry to con- 
duct business vrith the Government. On the other hand, in the modified version. 
Government recognition has been accorded that portion of industry advertising 
which encourages dissemination of technical information within industry itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion of same. One slight 
concession made by the Subcommittee is the deletion in the third line of 
paragraph a. (1) after the word "placed" of the phrase, "for the purpose of 
of fering financial support to", and substituting the word "in". The change 
was made because of the difficulty of determining a contractor's intent and 
the words were not helpful in determining cost allowances. The Subcommittee 
set forth its views on this subject in greater detail in previous reports. 

l5-20li»6 Compensation for Personal Services . 

The DOD position on profit sharing has not been determined by higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final form until policy 
guidance is f orthcoming* 

l$-20l;,8 Contributions and Donations . 

INDUSTEg POSITION 

Industry has two objections to the proposed recognition of contributions 
and donations. First, industry objects to the exclusion of religious contri- 
butions and donations as a reimbursable cost^ Next, ind\istry feels that 
aside from the reasonableness of the amount of deviations and the contractor's 
consistent practice of making such donations that the only additional limi- 
tation for the recognition of these donatic^is is that the amount be deductible 
for federal income tax purposes* Accordingly, industry objects to the phrase 
"but the deductibility of the contribution for income tax purposes does not 
in itself justify its allowability as a contract post." 


SUBCOMMITTEE POSITION 


(1) Religious donations should not be a reiinbursable contract cost 
because (a) it cannot be said that religious donations are an ordinaiy and 
necessary business e^qpense and (b) it is believed that the reimbursement to 
contractors of their religious donations from Public and Defense Funds would 
violate public policy. 

(2) The deductibility of an item for federal income tax purposes should 
not be the only consideration for its recognition as a contract cost# For 
example, propriety and reasonableness are other standards. Hence, the phrase 
quoted above and objected to by industry is necessary in regarding the 
recognition of contributions and donations. 

l5-;20U>9e Depreciation . 

Protracted discussions in the Subcommittee failed to resolve the ques- 
tion of whether the term "emergenqy facility" or "emergency facilities" 
should be used in this paragraph. 

MAJORITY POSITION 

The issue arises because of the Army and Air Force policy of allowing 
contractors to select categories of facilities, for which separate findings 
are made on a determination^ for true depreciation and those for normal 
depreciation. 

NAVY MINORITT POSITION 

Navy policy is that once a true depreciation determination is made, a 
contractor must elect to take true or nomal depreciation for all the facil- 
ities covered ty the determination* Hence, Navy insistence on the words 
"emergency facilities" 

I5''20li.ll Entertainment Expense . 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con- 
flict with the provisions of 15-20U.10 and l5-20U#liO. It further contends 
that unless there is an overriding public policy to the contraiy, entertain- 
ment expenses reasonably allocable to Government contracts should be recog- 
nized, to the extent that it can be demonstrated that such expenses are 
ordinary and necessary to the business of a contractor* 

SUBCOMl^TTEE POSITION 

There is no conflict with this paragraph and paragraphs 15-20U#10 and 
15-20U*UO. Furthermore, this type of e^ense is solely for the benefit of 
the contractor, serves no purpose to Government work and has been tradi- 
tionally disallowed. The contractor may be placed in a favored class should 
he be allowed to recoup entertainment expense through Government contracts 
and is considered to be against public policy* 
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lS-20U.l$(f ) IjftSTiranee and focleinnification > 

AIR FOhCE MINORITY POSITION 

The Air Force procurement mentoer disagrees with the Subconanittee's 
wording of subparagraph (f ) and believes that the following proposed wording 
would permit a more practicable application of accepting uninsured losses as 
a contract cost* The proposed change would ranove uncertainty as to the 
Government conpitments and liability in this area. It also makes the 
Goyerment's commitment known at the time of contracting, Furthemore, it 
eliminates the Deparl/mental apprpval of such cost (as the present language 
provides) and places it at the level of the procuring activity. It is pro- 
posed that (f ) readt 

"f , losses resulting from failure to insure (through self insurance 
or otherwise) are not allowable unless authorised by special contract 
provision," 

QSD MINORITY POSITION 

It is recommended that the words, "unless approved the Department 
concerned" be deleted in paragraph (f ) since only one known Navy case was 
cited in substantiation of the,phrase# 

1$">2QU#16 Interest and Other Financial Expenses # 

INDUSTRT POSITION 

Industry contends that interest should be allowable. 

SUBCOMMITTEE POSITION 

Interest has always been considered as unallowable because it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis. The Subcommittee sees no reason why this position should be changed. 
More detailed reasons for disallowance are set forth in previous reports. 
In this connection, it should be noted that DOD Directive requires interest 
to be charged on advance payments. 

l$-20li.l8 Losses on Other Contracts . 

INDUSTRY POSITION 

Industry, in effect, requests that the portion of cost-participation 
contracts not reimbursed by the Government under that contract be allowed as 
a cost on other contracts # 

SUBCOMMITTEE POSITION 

This proposal is rejected since a contractor in accepting a cost-partici- 
pating H&D contract expects that later production contracts will be obtained 
resulting in prof it to compensate for earlier costs of participation. 
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l$-20U#l9(b) Maintenance and Repairs > 


PJDUSTIg POSITION 

Industry objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision. 

SUBCOMMITTEE POSITION 

The requirement of a specific contract provision for recognition of this 
expense is necessary in order that the Government may exercise some control 
over the amount of deferred maintenance expense which may be charged against 
cost-type contracts • The contract provision requirement in no way lessens 
the recognition of this expense • Since such expenses could be substantial 
and the possibility of a dispute would always be present as to the amount 
which should be accepted as a contract cost^ it seems best that this be 
covered by a contract provision. 

l$->20U*21b> Materials and Supplies (Cash Discounts) 

INDUSTRI POSITION 

Industry questions the requirement of the Grovemment that cash discount 
be taken as a credit against the cost of material?, their theory being that 
cash discount is actually financial income comparable to interest as a finan- 
cial expense, and since interest is not considered an allowable cost, cash 
discount credits should be omitted from consideration. 

SUBCOMMITTEE POSITION 

The subject of cash discpunt credit is in an area completely separate 
from that of financial expenise or financial income. Classifying cash discount 
as financial income is fallacious since realized income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs. It is the net price which a 
seller expects to receive, and a buyer expects to pay# The cost of materials 
therefore is represented by the total outlay of cash or. its equivalent for 
tho purchase of the materials; if the cash paid out includes a reduction for 
allowances or credits taken by the contractor, the net amount paid represents 
the true cost of the material. 

AIR FORCE MINORITY POSITION 

The Air Force Procurement member believes the third sentence of this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor has the election to credit discounts, rebates, etc« to 
material costs or to indirect costs. The Air Force Procurement mwber 
would clarify the 3rd sentence by adding the following: "which ever method 
has been consistently followed 4^ the contractor." These added words are 
considered necessary since it is believed that the reqiairement for a con- 
sistent application of these credits is not necessarily found 1^ reading 
the questioned sentence in light of the Basic Principles and Standards 
(15-201). 
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l$-20U.gle « Materials and Supplies (Write-down of Inventoiy Values) . 
INDUSTjg POSITION 

Write-dofwn of inventory value should be allowed as a contract cost* 

SUBCOMIIITTEE POSITION 

Although this item is not a major objection by industry, the Subccnunittee's 
position is that there is little, if any, merit to industry's contention in 
cost-type contracts. Write-down of material costs would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 
therefore, should be absorbed by the business to which the (write-down of 
value) applies. 

l5-20lt.2U Overtime, Bxtra Pay Shift and tfalti-Shift Premiums . 

INDUSTtg POSITION 

Industry wants restriction lifted with respect to cost of overtime and 
shift premium on indirect labor. The suggested change in the draft may remove 
some of the objection. As to such cost on direct labor industry wants no 
restriction except as provided by contract terms in accordance with the con-^ 
tractor's practices and procedures, this being a standard operating procedure 
for most companies and such provision is often made for such procedures in 
union contracts. This argument does not in any w^ appear to bind the Government* 

SUBCCMMITTEE POSITION 

For the contractor to be required to identify separate]^ shift premium 
and overtime on his books is a sound practice and one which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Government to restrict and control . overtime and extra pay shift cost. Not 
to do so would invite the contractor to work normail hours on commercial work 
and run up lage amounts of extra pay and overtime cost. Extra pay cost and 
overtime premium on indirect labor is allowable on a pro rata basis to 
commercial and Government provided it is otherwise reasonable. 

15-201^.25 Patent Expenses . 

INDUSTHC POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even though the Government may not obtain any rights under the patents because, 
ty obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to 8<wie other person who may obtain a patent on the 
same invention* 

SUBCg^ITTEE POSITION NO. 1 

This comment was rejected on the basis that the contractor gets title 
to the patents and the primary benefits therefrom* This would amount to a 
windfall to the contractor if the Government paid* 
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INDUSTRY POSITION W. 2 


Add to allowable costs "the defense of patent infringement litigation" • 
SUBCOMMITTEE POSITION NQ> 2 

Under the Act of June 25> 1910, as amended, (28 USC 11|98), only the 
Government can be sued for patent infringement on contractor's production 
for the Government. If a contractor is sued for patent infringement, it 
must be for its own cwnmercial production. Therefore, there can be no costs 
to industry for defense of patent infringement litigation, except such as 
are passed on to industry by the Government through the Patent Indemnity 
clause. To allow such costs would conflict with th? purpose of the Patent 
Indemnity Clause* 

l$-20U»29c * Legal FeeS i 

INDUSTRT POSITION 

The cost of successful anti-trust suits brought by the Government and 
the cost of successful prosecution of claims against the Government should 
be allowable on the premise that these are ordinary, necessary and proper 
expenses of doing business and therefore should be considered allowable. 

SUBCOMMITTEE POSITION 

Costs inctxrred in these connections, whether the results of the actions 
are successful or not, are unallowable. Keimburseiaent of litigation costs 
where the Government is a party to the suit is obviously untenable. The 
Government can not financially support the party with which it is engaged in 
legal dispute. 

1$-20U>30 Profits and Losses on Disposition of Plant, Equipment or Other 
Capital Assets . 

INDUSTIg POSITION 

Such profits and losses should be allowable to the extent that they rep- 
resent adjustments to depreciation on assets acqviired for Government business. 

SUBCQMMITTEfi POSITION 

The subcommittee agrees with this contention but feels that it would be 
impractical, if not impossible, to distinguish between that portion of a 
profit or loss which represents an adjustment of depreciation and that which 
was caused by fluctuations in the general price levels 

l$-20ii.31 Reconversion Expenses . 

INDUSTRY POSITION 

Industry comments ran the complete gamut from general agreement with the 
item as drafted to an extreme statement by Auto Manuf actm'ers Association that 
*Hie can see no reason for disallowing any conversion expenses". 
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SUBCOMMITTEE POSITION 


It is apparent that industry should seek a birth-to-burial treatment of 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle* Specific provision in the contract of those recon- 
version expenses which are allowable appears the best method of assuring fair 
treatment of the Government's and contractors* interests* All items not 
specifically provided for in the initial contract or by modification are 
not allowable* 

Ml22li2.^ Rentals of Plant and Equipmen t # 
mPUSTHg POSITION 

The restriction on amounts of allowable rent for facilities covered by 
sale and lease-back agreements is not equitable* As long as the rents are 
reasonable in the light of the type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement the 
Government's interests as^e adequatelj^ protected* In addition, the Government 
would be penalizing companies who have sale and lease-back agreements as 
contrasted with coinpanies holding conventional leases* 

SUBCOHMITTEii: POSITION 

Sale and lease-back agreements are primarily entered into to provide 
additional working capital, without borrovjing funds, or issuing additional 
capital stookc* Another reason could be to obtain tax benefits* To accept 
the risk, finracijug and profit factors included in the rental of sale and 
lease-back facilities would be contrary to our position regarding interest 
as a nonallo^oable cost* P'urthermora, the accelerated amortization usually in- 
cluded in the rental may represent an unreasonable contract cost* 

l5**20li*3Ub(i) Research and Development (General Research ) 

The subcommittee concurs with the violent objection of industzy to placing 
a ceiling of 2$% on general research costs* The draft takes a new approach 
of allowing "the allocable portion of 7S% of the allowable costs of a con- 
tractor' s independent general research"* Ifeder this arbitrary formula, there 
is no penalty for being predominantly a defense contractor but some restrict* 
tion is placed on such a contractor from going whole hog on general research 
)ofy forcing him to place sme of his own funds into such projects* Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90$S* Other Subcommittee members 
feel that 7S% is a reasonable figure but should be followed by the paren- 
thetical insertion "(or such other percentage as may be agreed Mpon and set 
forth in the contract Schedule)" since flexibility is desirable in this area* 

lg^20U*3S Royalty Payments * 

INDUSTEg POSITION 

Industry takes objection to the limitation on the allowability of royal«> 
ties where royalties paid or payable for the right to use patents necessary 
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for the proper perf omance of a contract and where the Government does not 
already have a rqjralty-free Ucense to use such patents, the royalties are 
allowable to the extent expressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Officer. Industry contends that it 
Should be permxtted to manufacture products under license agreements which 
they would otherwise have to purchase and that payment for same should not 
be subject to such limitations. 

SUBCOMMITTEE POSITION 

In the Subcommittee's opinion, the payment of royalties to contractors 
under the circumstances described should be circumscribed by contract pro- 
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government does not have a royalty-free 
license to use same, may often be predicated on the highest rates the 
market will bear, and since payment limitations are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading to the reduction of royalties where royalty payments in 
connection with contract performance are deemed excessive. The inclusion 
of the limitations in the revision permits review of the circmstances 
surrounding the incurrence of royalty payment costs and assures control by 
the Contracting Officer. In addition to the cost feature, review tgr the 
Government can be effected to assure that the Government does not already 
have a rpyalty-free license to use the patent concerned. In summary, Con- 
tracting Officers can determine if the royalty costs are bona fide and 
reasonable. 

1$-2QU.36 Service and Installation Expenses . 
BACKffilOUMD 

The 3/23/55 draft contained a prevision (now deleted) concerning cor- 
recting product defects and replacing defective parts. 

ASPR POSITI ON , 

ASPR 7-203.5 - Inspection of Supplies and Correction of Defects - pro- 
vides that the Government will pay these costs unless caused by high officials 
of the contractor. 

SUBCOMMITTEE POSITION 

When such costs are inctjrred due to failure to comply with contract terms 
or specifications, or from causes considered %o be beyond the area or reason- 
ableness, such costs including any applicable overhead should be unallowable. 
The Subconiroittee will present an actual case in substantiation of its recom- ' 
mendation that the ASPR Coramitte© give serious consideration to amendine 
ASPR 7-203.5 along the above lines. 

15-^20U.37 Severance Pay . 

INPUSTR3f POSITION 

The portion of the revised provision relating to contr^pt costing of mass or 

t 
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abnormal severance paor is impractical and would be difficult and cumberscaae 
to apply, and the cost of severance pay, generally, should be handled on a 
basis conforming with accepted accounting principles and practices and the 
established policy of a contractor, rather than policy which constitutes 
an implicit agreement on the contractor's part. Industry also feel that 
perhaps allowability should be provided for on either an actual or an accrual 
basis* 

SUBCOMMITTEE POS ITION 

The treatment as proposed for mass severance pay is the most practical 
and realistic approach to a problem which concerns an unpredictable contin- 
gency^ It is felt that a contingency reserve for mass severance pay is too 
conjectural to be considered a cost. The Government i?hould not obligate 
itself for more than its pro rata share of severance wage payments actually 
made, in accordance with a policy reflecting implicit agreement by a con- 
tractor, on the basis of its ratio of participation in the contractor's total 
business during the period of employment of the individual involved. 

l$-20UO9a(3) Taxes 

liroUSTHT POSITION 

This clause shoiild be eliminated as in many, cases the cost of securing 
the exemption exceeds the amount to be saved* 

AIR FORCE MINORITg POSITION 

The Air Force members believe there is merit in industry's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions are available to the contractor directly 
or available to the contractor based on an exemption afforded the 
Government except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption outweighs 
the corresponding benefit^ accruing to %h& Government. »• 

l$-20li.39b . Taxes. 

INDUSTRY POSITION 

Industry generally contends that this paragraph should be revised to 
allow cost of taxes, interest, penalties and epqpenses of contractor's acts 
in resisting assessments or attempting to secure refunds, without the 
position of the restrictions presently included in this paragr^ipb as in 
certain situations contractors cannot possibly or reasonably comply with 
these requirements. 

SUBCOMMITTEE POSITION 

The restrictions imposed by this paragraph are reasonable in that they 
merely x*equire the contractor to obtain arwi follow instructions from the con-^ 
tracting officer in cases where there is a doubt as to the legality or 
correctness of a tax assessmcwit. 
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X$^20U>UQ Trader Business and Prof essional Activities (Exhibitions )> 
INDUSTRg POSITION 

The expenses of holding exhibitions is a required cost of doing business, 
as normal and essential as expenses incident to meetings and conferences, and 
as such should be aJJ.owableti Further, the revision ±3 unduly restrictive in 
that it relates only to expenses incurred at meetings and conferences when 
the primary purpose of the incurrence is the dissemination of technical in- 
formation or infoitnation aimed at the stimulation of production, and does 
not include expenses of exhibitions incurred for dissemination of information 
to the trade, the public, prospective employees, etc«, about the particular 
business 0 

SUBCOMMITTEE POSITIO N 

This matter is quite similar to the problem of allowability of advertising. 
Doing business with the Government does not presume that dissemination of in- 
f omation about the business to the trade or public through exhibitions is 
necessary. The Government is agreeable, however, to accepting its pro rata 
share of expenses incurred for the dissemj.nation of technical information or 
information aimed at stimulation of production through meetings or conferences* 
The exhibitions referred to by industry are those held for purposes other than 
these; therefore, the costs thereof are considered unallowable • 

GENERAL COMMEKTS 

1* Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex- 
pedite consideration. 

2. The need for editing is recognized* 

3» GAO concurrence has not been obtained. 

ii* Prior to publication^ Part 1 must also be revised (the Subccarnmittee 
has made considerable progress on revised Part 1) and certain cross-referencing 
accomplished on existing Parts 3 and ii« 


SECTION XV SUBCOMMITTEE 

I4EM5ERS: 

Hi H. Gallup (Chairman) 
Ma3# J. 0. Hunnicutt 
Mr* £• il# Wiseman 
Mr. James %ttenberg 
Mr. A. C. Sawallisch 
Mr. P. M. Southwell 
Mr, George Rudigier 


27 April 1955 


MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-44- - Depreciation Cost Interpretation for 
Inclusion in Part 6, Section ASPR 


lo Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955, subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602. This was discussed 
at the ASPR Committee meeting on 5 April 1955^ and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting • 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
li^t of the mentioned minutes, and recommends only that ASPR 15-602 ol 
be revised to read as follows: 

15-602.1 - Applicability and Effective Date o This cost inter- 
pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205 (o), 
with regard to contracts executed on or after the date of its 
issuance. It shall also apply to existing contracts in those 
cases where such interpretation was (i) specially provided for 
in the contract or in the record of contract negotiations, or 
(ii) in the absence of specific agreement, where the parties have 
reserved final resolution of the question of cost allowance in 
regard to depreciation pending the issuance of an interpretation 
by the Departments with respect to the applicability of Section 
167 of the Internal Revenue Code of 1954* 

3. The Editing Committee has considered other suggestions con- 
tained in the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved. 


MEMO FOR: A^PR COMMITTEE / 27 Apr 55 

SUBJECT: Case 53-44«o« 

4- The Navy Member presented to the Editing Committee, for 
consideration, a memorandum to him, (Tab 1), recommending further 
change to ASPR 15-602 o2, as set forth in Inclosure 1 to mentioned 
memoranduin from" the Editing Committee, dated 24- March 1955- The 
Editing Committee feels that this proposal should be considered by 
the ASPR Committee, and, therefore has taken no affirmative action 
on the recommendation* 


1 Incl MAUKTCE LE7IN 

(Tab 1) LtV Colonel, JAGC 

Army Member 
Chairman 


GEORGE W. MARKET, JR. 
Navy Member 


TttLLTAM'IUNVES 
Air Force Member 
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4 .- 


H18/RKM$dmc 


6 April 1955 


MEMORANDUM FOR MR> GEORGE W. MARKET^ JR . 

Subj: Case 53-44 - Depreciation Cost Interpretation for Inclusion in 
Part 6, Section ASPR 

1, In accordance with our conversation today and as requested by you, 
I would offer the following suggestion for inclusion in the Editing Sub- 
conimittee^s draft regarding subject case to be added to your last sentence 
in paragraph 15-602. 2s 


2. In other words, it is felt that since "true depreciation^ in most cases 
allows some accelerated depreciation, it is not felt that the contractor 
should have a further acceleration factor because of the application of 
the new allowable "tax methods" of depreciation. As stated to you in 
today's conversation this device has already been attempted unsuccessfully 
by one contractor who has been given a determination of true depreciation 
by the Navy Emergency Facilities Depreciation Board. 


"Allowances for ''true depreciation" as that term is 
defined in DOD Instruction 4105 .34 , 1 July 1954, shall 
be in accordance with said Instruction.'' 


Change 


period to comma and follow with: 


and apDlied on a straight line method, for both 

the emergency and the post emergency periods, as those 

periods are defined in the Instruction. 


Very respectfully. 


MAAS 
LCDR., SO, USN 
Member, Navy Emergency 

Facilities Depreciation 

Board 


Copy to: 

Mr. G. C. Bannerman 


2U March 19$5 


MEMORANDUM FOR: CHAIRMAN, ASPR COiffiHTTEE 

SUBJECT: Case - Depreciation Cost Interpretation for Inclusion 

in Part 6, Section XV, ASPR 


1. Reference is made to paragraph U of the minutes of the ASPR 
Committee meeting of 15 March 195$. 

2. In the light of the discussion at that meeting, the Editing 
Subcommittee has prepared the attached draft of ASPR 15-602 (Incl l) 
(i) to make clear that the issuance of this regulation effective 
from the date of publication was not intended to alter in any way 
any like interpreta^-ions that have been followed in the past with 
respect to contrrcts . (ii) to include reference to "true depreciation** 
and (iii) to delete the quotation of the text of Section 16? of the 
Internal Revenue Code of 195U. 

3. With reference to proposed ASPR 15-602.1 your Subcommittee 
considered the desirability of clarifying the effect of this inter- 
pretation on past or current contracts by an appropriate note 
accompanying the issuance of this regulation or through language 

to be included in 15-602. lo The latter was considered the more 
practicable method. Such notice, if inserted in a note, might 
readily be overlooked. 

U. Your Subcommittee has considered the desirability of 
including the text of Section 16? of the Internal Revenue Code 
of 195U. It is felt that the inclusion of the text alone would 
be incomplete unless there were also included the regulations 
issued by the Internal Revenue Service. . It was not felt by your 
Subcommittee that there was any need for encxjmbering the ASPR with 
such matter. Those charged with the responsibility of evaluating 
depreciation must necessarily acquaint themselves with all necessary 
material on the subject and consult with appropriate personnel. 

5. All of the undersigned concur. 


Ij^cl MAURICE lEVIN 

Draft of ASPR 15-602 Lt. Colonel, JAGC 

Army Member - Chairman 

GEORGE W. MARKEY, Jr. 
Navy Member 

WILLIAM Wmi2 
Air Force Member 


i 

15-602 - Depreciation , 

15-602.1 - Applicability and Effective Date , This cost inter- 
pretation pertains to ASPR l5-20U(d), l5-205(b), and l5-205(o), and 
is effective from the date of its issuance; provided that, where 
this cost interpretation has been and is being followed, the statement 
herein of an effective date is not intended to affect such inter- 
pretation. 

15-602 o 2 - Allowances for Depreciation , Allowances for 
depreciation (other than "true depreciation") as provided in 
Section 16? of the Internal Revenue Code of 195ii, subject to the 
limitations set forth in paragraph 15-602,3, shall be acceptable 
for contract costing purposes. Allowances for "true depreciation" 
as that term is. defined in DOD Instruction i;105o3U, 1 July 195U, 
shall be in accordance with said Instruction, 

15-602,3 - Interpretation o Depreciation computed in accordance 
with paragraph 15-602 o 2 above is allowable provided it meets the 
test of reasonableness and allocability to defense contracts and 
other applicable provisions of this Section, Meeting these tests 
may depend upon whether (i) the depreciation allowance in the 
particular case is acceptable for tax purposes, and (ii) the 
costing of defense contracts is on a basis consistent with the 
costing of the contractor's non-defense work and is so reflected 
in its books and records. 


Oin?I(IC 0? THE A-^SIST^.NT SICHiL^AllY 0? DSEEN3E 


Supply and Logistics 



11 i-ferch 1955 


ICIIDRAMjUM ?0R CKAIRIIP.N, ASPR C015MTTK3 

SUBJZCT: Depreciation-Cost Interpretation for Inclusion in Part 6j 
Section XV, ASPR* 


1. In accoi-'d.ance with instructions contained in. item 1 of the minutes 
of the ASPR Conr.iittee meeting of 3A/$5 this Subcomnittee met on 3/10/55 
for the purpose of developing a cost interpretation to provide guidance with 
respect to depreciation pursuant to Section 167(b), as limited by Section 
167(c) of the Internal Revenue Code of 19$h. 

2* Attached hereto is a proposed cost interpretation unanimously 
recomrnended by the Subcommittee for inclusion in Part 6, Section XV of the 
ASPR. ' 

3. In the development of this propos?l it was the opinion of the Sub- 
comiidttee that the full te:rb of Section I67 of the Internal i^e venue. Code of 
195^1 should be includec- for two res sons, (i) to avoid, problems which might 
arise from paraphrasing or excerpting the provisions thereof, and (ii) to 
assure that the information contained therein was readily accessible to all 
procurement and audit personnel throujfhout the Department of Defense. 


Lt. Col« J« E. Ellis 

Maj, S. L* Baird 

IfeJ* 0. Hunnicutt, Jr* 

R. Kee 

A. 0. Savjallisch 

J* T, Regardie 

Pt J, Ifedel 

J« Lenahan 


Attachment 


xj;-60Q Deprecisuion 

( . 

15-602 •! Applicability^ anc^. Effective Date. This cost interprets tion pertains 
to paragraphs l5-20;..(d), 15-205 (b), and l5-205(o) anc^. is effective fron the 
c.ate of its issuance. 

15-O02.2 ^Allo:7ances for Depreciation. Allowances for c.e;orecia.tion as pro- 
viced in Section 15? of the Internal itevenue Code of 1951^ (quoted bela^i) , 
subject to the liinitations set forth in paragraph 15-602. 3> shall be accev^table 
lor contract costing purposes. 

'♦Section lo?* Depreciation* 

(a) ^ Gexieral iiule.— '-^'here siia.ll be alloTjed as a depreciation deduction a 
reasonable allo-rmce for the e:dia.ustion, xjear and tear (includ.inj; a reasonrble 
aliOT.Tnce for obsolescence) — 

(1) of property used iii the trade or business, or 

(2) 6f propert^r held for the production of income. 

(b) Use of Certain I.athods and Rates. —For ta:3ble years end in- after 
December 31, 1953> the tern *'reawSona.ble alloTjrnce'* as used in subsection (a) 
sliall include (but sli£":ll not be limited to) an alloirpnce cor.iputed in accordance 
TTith re.naations prescribed by the Secretar:- or his d3lej,ate, under any of the 
follo-Tinr; methods: 

(1) the strai.-.ht line method, 

(2) the declinin:; balance jjiethod, us in- a rrte not ercceedin': t-ice 
the rate imich ixould iiave been used had the annual alioij-r.nce beon con- 
puted under the method describsd in paragraph (1), 

(3) the suin of the years-digits fiiethod, and 

f ^ ^ ih) any other consistent nethoc productive of an annual alloirance 
J which, when ^e.C.eC. to all alloT-rances for the period- coixiencing uith the 
"\ ta:rDa:.'er 's use of the property and including the ta::able j^ar, does not, 

/ durin- trje first tijo-thirds of the usefid. life of the prope:rty, e:cceed 
/ the total of such alloi/ances Tjhich ^zoixld have been used had such al- 
\^ loxv-ances been computed under the r.iethod described in paragraph (2\ 

ilothin:, in this subsection shall be construed to lii'.iit .or reduce an alloTrance 
othenrise alloiTable under svhsection(r. )• 

(c) Liinitations on Use of Certain -lethod.s and Rates.-- Fara.':^i»aphs (2), 
[3), anc^. (It) of subsection (b) siia 11 apply only in the case of property 
(other than intanj;ible property) described in subsection (a) i/ith a useful 
life of 3 ;^^ars or more-- 

(1) the construction, reconstruction, or erection of uhich is 
completed after December 31, ir:^3, snd then only to that portion of 
the basis uhich is properly attributable to such construction, recon- 
struction, or erection after December 31, 1?>3, or 

(2) accj.uired after December 3I, lf53> if the original use of such 
property commences ijith the tarpa^^er and cor.imences after such date. 


(i.) Agreenisnt as to Usefva Life on '?hich Deprecia.tion Rate is Based.— 
TJhere, under regviations presci'ibed by the Secretary or his delegate, the 
ta:.-p.?yer. and the Secretary or his delegate have, after the date of enactraent 
of tnis title, entered into an agreement in OTiting specifically dealing 
with the useful life and s-ate of depreciation of any property, the rate so 
ara-eed upon siiall be binding on both the taicpa^rer and the Secretary in the 
abssnce of facts or circur.istances not taken into consideration in the adoption 
of such a:,Teer.ient, The responsibility of establishing the existence of such 
facts and circui.istances sliall rest uith the party initiating the modification. 
Any change in tlie agreed rate and useful life specified in the acreerient 
shall not be effective for taxable years before the ta::able year^in uhich 
notice in i^riting by registered raaa is served by the party to the a'^eeweitt 
initiatLng such cl^nge, 

^(e) Change in ifetliod.— In the absence of an a^reenenb under subsection 
(dy coiitaining a provision to the contrary, a taxpaj^er may at any tine elect 
in accordance with regulations prescribed by the i>ecretary or his delegate 
to cl-iange frora the nethod of depreciation described in subsection (b) (2) to 
the method described in subsection (b) (1), 

(f) Basis for Depreciation.— The basis on v^hich exiiaustion, txear and 

tear, and obsolescence are to be allOT:ed in respect of any prooerty sliall be 

the adjusted basis provided in section 1011 (Adjusted Basis for Detemining 

Gain or Loss) for the purpose of determining the gain on the sale or other cis- 
position of such property*. 

(g) Life Tenants and Beneficiaries of Trusts and Estates.— In the case 
of property held by one person for life rrith remainder to another person, the 
deduction shall be computed as if the life- tenant were the absolute oimor of 
xhe prqoerty and sliall be alloirod to the life tenant. In the case of property 
hold in tnist, the allowable deouction sliall be apportioned between the in- 
come beneficiaries and tne trustee in accordance with tlie pertinent 'srovisions 
of tne instrument erecting the trust, or, in the absence of such provisions, 
on tne brsis of the trust iiicomc allocable to each. In the case of an estate, 
tne allowable deduction shall be apportioned between the estate and tiie heirs, 
legatees, and. devisees on the basis of the income of the estate allocable to 

0£Ci'l. 

(h) Depreciation of Lnprovoments in the Case -of 'lines. Etc.— 

For adoitional rule applicable to depreciation of improvements in 
tr.e case of mines, oil and gas wolls, other natural deposits, and tirt>er, 
see section oil (AlloiTanca of Deduction for Depletion). 

15-602.3 Interpretation, Depreciation computed in accordance with parar-raph 
l>-o02.2 above is allowable provided it meets tiie test of reasonableness "and 
allocaoility to defense contracts and other applicable pro'd.sions of this 
Section. Hooting these tests Jiay depend upon whether (i) the depreciation 
allowance in the particular case is acceptable forts:: purposes, and (ii) the 
costing of defense contracts is on a basis consistent with the costing of the 
contra ctorte non-dofenso work and is so reflected in its books and records. 
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Washington 25, D, C. \ 


Supply and! Logistics . 15. December 1951* 

IEIJCH;1ISUII KiR TtB GIAIK3AN, A3PR COi-fl'IITTEE 

SUB^CT: Case S3-hh Hsvision of Section XV Cost Principles. 


... In eccordance with item 5 of the minutes of the ASPR Committee meet- 
ings of 11/30/51;, 12/2/51; and 12/6/51;, together with verbal instructions and 
gmdance provided at these meetings, this Subcommittee met on 12/11/51; and 
12/lk/Sh for the purpose of reconsidering and revising certain paragraphs of 
tiie 15 November 1951; draft as follows: 

• 15-20lt^6 (c) Delete subparagraph as vnritten and substitute the folloijing 
therefor: "The cost of options to purchase stock of the contractor 
corporation granted to erroloyees as part of their compensation may be allo- 
cated to Government contracts vxithin the following limitations: 

(i) The cost of stock options to the grantor corporation is the 
excess, if any, of the fair^ market value of the stock over the option price 
cin the date the option is graiited to a specific ijidividual and shall not ex- 
ceed 155 of the fair market value on such date. 

(ii) Costs to be recognized will be only those resulting when 
options are exercised by the employee. 

(iii) For allowance purposes, the cost of options exercised vrill be 
amortized equally over a period of not less than 5 years tron the date. option 
was' exercised." ; • .. 

■ (iv) The cost will be allocated to all work of the contractor, in- 

cluding Government contracts," 


15^20l;,6 (d) 2. Delete second sentence; statement to be made the subject of 
nav subparagraph 15-201;, 6 (g) beloij, . 


15-201;.6 (e) 1. At end of sentence add cross-reference, "and g below". 


15-201;. 6 Ce) 2. In first sentence after words "under, subparagraph. d"; add 
crossrrGference "end g belovi". 


15-201;. 6 (f) In second sentence after v/ords "under paragraph d above", add 
cross-reference "and g below". 


15-SO!i.6 (g) Redesignato entire subparafraph as paragraph 15-20li 6 h- in 
I^horeof i«3rt the foU«ins order to aeeonplSh'^Jea?ra^-LSj o" 

,„rt,lT°f,*''° !"f"'°=° f Sotornlmtion of reasonableness, the ejmloyer 

^^r^'^ alJre%^i:"J5»/tri°f """^ ^^^^ - 

to r,i^ *v,! f- .' it" ^ '^ss^c componsation paid oi- accrued 

to o«ca of the participating employees in the year under con?id^raWon!" 

\S-2jh:.6 jh) Sane as subparagraph g in the original draft. 

l|-20li^ A Staff proposal presented at the 12/6/5ii mectine givinc effect to 
tn. revenue legislation (Section 16? of InterJ^l R^v^SeToJS^of Ssk) 
^•^^^"^ ^"^.P^'nding.the pron-algation of the revisS SoctioniT was con- 
'.'-':'f;:^,"^^^ 'Jf 'T-S ^""^ by the Subconr^itteo. The re^Siting^onse^us 

change in the existing provisions of Section X? i^ rooSl^d 
in orc..r xo rocognizo the depreciation methods acceptable Sde? the^i t-- 
C0OC-. was suggested that specific inouiries in this reearcf eoSld h^^.rhn 
an3..:ered via departnental a,ud.it channels.' It was iSSile.'the coSensSs' tL^t 

oe;;.irr .?;pr.?tTn'of 'alf ''^l''^ ^ wa.'a™ t'^^* 

^ f^T: °^ °- depreciation methods provided for in the ncr* 

If'SlV s r^S"? ?h,'?3-°^ "^'^"^^ ''^^ Paragraph y=» rearrange! 
J^%:;T4is*s of^rlC^^'* " r..co:«,,naed by the 3ubooa,lttlo. 

T.-^J^LJ'''^^ ^J^? inoluc-^s the not costs of such itens as rav naterlals 
parts, sub-asEcnbli^s, conp.on>.:nts,: anci nanufacturlng supolLs i,-»tw 

^•.r.-iS°K ^°2*f.°.^ laatorials and supplies shall bo suitably adlust---'' for 
SSi^r^fS^'tJ^d'^'"'"''^.'"' "'^^^ credits. . .Such i^SmH^'X^^^^ ' 
co4s .V?Ji^?. 'nd rebates arid allOT^nccs. c|sh di^-" 

trvcSdS; ?i/v?f °.^^'^"f/°^ !f^^P ^^-^ salvage and materials ret4^ned 
+1 f^*. ^'^'•^^'y^r* ^-^^-ro the contractor can demonstrate thrt fcilur^ to 

(c) TRicn matw-riPls are purchrsud specif icdlv for rnd irt -s^ki - 
.tS? be«?ct."^S?r«tr'-"' P"'^3r;2t"SS:„f 


(<?.) If natoricls c.r^ issued fron stock, ary gonorrlly rocognizud 
nothod of pricir.g such netoricls will bo acceptable, provided the nothod is 
consxstwntly applied rnd the rysults obtained are equitable, liherc materials 
in stock at the coninenccncnt date of the contract are subject to Governracnt 
riatc.rij.1 controls and have a provable replacement cost significantly higher 
thrn oook cost, the contractor and the Govcrnncnt nay, by contract provision, 
agree upon the use of a method of pricing based upon the fair value of the 
ma-ourirls as of the drte of the contract, but not in excess of replacement 
cost on such date. Such agreement shoul? include idc-ntif ication of the types 
or .ciJicis Oi materials involved and should be made at the time the contract 
xs entered into and provided for therein. 

(e) Reasonable charges arisiJig from differences bctTKJcn periodic 
physicrl mvuntory quantities and related material control records will b- 
included m arriving at the cost of materials, provided that such charges 
vi) do not include "vjrite-downs" of values, and (ii) relate to the period of 
perforinance of the contract. All credits arising from differences between 
porioaic physicrl inventory quantities and related material control records 
snail be tsKen into account, 

(f) Ordinr:rily, sales or transfers of materials and. supplies between 
plants, divisions, or organiza.tions, under a comr.ion control, shall be stated 
on tiic on SIS of cost to the transferor. A departure from this cost basis is 
pernisscole proyix^ed that the price charged to the contract does not exceed 
tne lower of (i; the transferors sales price to its most favored custoner 
for the same item in like quantity, or (ii) the prices of other supplies for 
xae sane or substantially similar items." 


Lt. Col. J. ii. Railing 

Lt. Col. J. Z, .mis 

?, H. Southwell 

J. T. Regardie 

A. C, Sawsllisch 

K* M. Kee 

J. y. Lenahan 

h. H. Cbllv?) 
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lEIjDRAiroUIi FOR TM CtlAIRIAN, ASPR CCilTETT^ 
SUBJ;^.CT: Case S3-hh, Hevicion of Section 

1. Attached for consideration of the nerabers is a copy of the latest 
dr?.rt of Part 2, Section ::v, vhich has been revised in the light of' the co.?jients 
received fron tiie various activities in the liilitary Departments and the policy 
.'nin.dcnco established by your Coinjnittoe on 26 Octobor 19^h. ' 

2. ?or tlic purposes of the record, the history of this project is set 
forth below: 

DAToIi in 19Sh STATUS 

9 February Project assigned to Subcomnittee. 

8 Iferch McNeil-Vfebster Agrscrient on cost principles. 

22 June Draft subnitted to ililitary Bopartn&nts for 

coOTiont by 1 August. 
2^ "n^^^^* Subcomittco condensed to consider comonts. 

26 Octobor Policy guidance on two issues givan by ASPR. 

The Subconnittee has boon devoting two full days a week to this effort since 

27 April 199u, except for a vpcation rocess of one nonth. 

3. ThG Subconinittoe wishes to point out tliat tlie attached effort repre- 
sents a now approach to cost principles and nunerous ideas wore discussed at 
long-th prior to Subcoranittco agreement on thi manner in which the various 
principles should bo stated. 

h. With respect to the future activities of this Subcommittee, further 
f-uidrnco is roouosted from the ASPR Committee. Considerable work has been 
accomplished on revising Part 1 of Section X7, but the effort has not been 
complotod since the Subconmittoo does not know what parts arc to be included 
in the n^w Section X7. It should bo poixitod out tiiat thorc arc several s tato- 
monts in the attachment Mch provide that the cost is not alloirable unless 
sponifically provided for in thti contract. ^Jhile sono effort has been ox- 
ncndod in preparing guidelines as to when tiiose costs may be alloTTablo and 
provided, for in the contract, it is the consonsus that additional work should 
not bo done on thjse guidelines until Part 2 is accepted. 

H. K. CSallup 


OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE 

WASHINGTON 25, D. C. 
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ME240RANDUM FOR THE CHAIRM/LN^ ASPR COMMITTEE 

FROM: Director of Procwement & Production Policies 

SUBJECT: Agreement Reached by Panel of Department of Defense and 
Service Representatives in Mt* McNeills Office, 1600 - 
1700, 1 March 195U 


!♦ The memorandum submitted by Mr# Webster was accepted in 
principle • These principles are as follows: 

a. There will be included in the revision of Section XV, 
relating to cost- type contracts, a definite statement that the in- 
structions covering "cost principles" for use in connection with 
cost-type contracts are not applicable to fixed-price type contracts* 

b* In connection with fixed-price contracting, including 
redeterminable prices or incentive prices, the analysis and inter- 
pretation of costs shall avoid the use of such terns as "allowable" 
and "unallowable" • 

c# Any instructions to negotiators as to how to deal with 
cost data or as to the considerations to be examined in connection 
with negotiating fixed prices should not be in a publication which is 
available to contractors • , 

d. There should be furnished to industry guidance as to 
reporting of costs • 

2* In addition, the following principle was agreed to: 

a« Under fixed-price contracts, auditors perform a 
service function, which is primarily to explain the nature and con- 
tent of the various elements of cost submitted by the contractor • 

3* It was agreed to proceed as follows: 

a. The ASPR sub-committee will expedite revision of Section 
XV for submission to the ASPR Committee* The revision will pertain 
solely to cost-type contracts and will substantially expand the cost 
interpretations • 


b. The Office of the Assistant Secretary of Defense 
(Con5)troller) will prepare a document relating ^to the reporting and 
analysis of costs on fixed-price type contracts • Decision as to 
whether this document will be incorporated in an Audit Manual or in 
ASPR as a new Section or a sub-division of Section XV will be post- 
poned until the various projects mentioned above are completed* 

c* The cost principles in draft documents heretofore pre- 
pared by Mr. Bordner and by the ASPR sub-committee will be reviewed 
in the above draf ting» 

d. This work to be undertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles • 

e. The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for review and for 
the following decisions: 

(1) Will ASPR include a Section or Sub-section on the 
reporting of cost data for fixed-price type contracts or will this 
material be included in a revised Audit Manual? 

(2) Action to be taken on Joint Letter #12? 

(3) What vehicle is to be used to furnish information 

to contractors? 

¥/ HESSER 
Rear Admiral SC USN 
FOR 

VfARP-EN iVEi-s;:::.;, j:^. 
DiRSciOH Ci- •■:,L'CV..::..i .v 


MEMOI-iAi€)UM FOR CHAIKI4AI\T, ASPH COMMITTEE 
SUBJECT: Case Revision of Section X7 


!• Attached is the Subcommittee draft of a revised Part 2 of Section 
XV, As directed, in making this revision, all existing departmental papers 
having a bearing on this sii)oect were considered. Part 2 has been revised 
to amplify the treatment of certain items of cost in the present Section 
XV, to assist in uniform departmental implementation, and to include 
coverage of additional items of cost incurred hj Contractors • In this 
revision, each item of cost contains a definition, a statement as to the 
extent of allowability, vjiallowability, and whether provision must be made 
in the contract to make the item allowable. 

2# Ti'jo issues have been raised in the development of Part 2 as follows: 

(a) The Army Subcommittee members do not concur in paragraph 
15*20u*U6(c) on education of individuals, but are willing for comments to 
be obtained on the present text# 

(b) Should profit-sharing plans and stock-bonus plans be an un- 
allowable item of cost as provided in paragraph. 15-20U»7 and by definition 
in l5-20ii«29 ? The lirmj and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view* The 
Navy submits that they should be allowable. The two arguments on this 
question are also attached hereto. 

3» While the Subcommittee meiabers have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies. 

km The Subcommittee is now proceeding with the redrafting of Part 
1. In addition, it is developing criteria or guide lines for use of con- 
tracting personnel which will set forth the limitation of and conditions 
under which those costs may be allowed which are not allowable unless 
specifically provided for in the contract in accordance with Part 2# 


Lt. Col. J. M. i-tailing 
H. M. Kee 

J. T. itegardie (for ii. T. Cook) 

A. C. Sawallisch 

Lt. Col. H. T. Critchlow_-:::r:r 

Lt, Col. J. Ellis (for A. 3. Thomas) 

K. H. Gallup 
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• iv;-laUve to ^vhei:.er or Koi Part 2, Si^ction X^-; 
;.£rh Siii^ll Include Provi^ior. for Allo^-^ibilily 
cf Conir or Profit- 3h::.ri:ii: Flarj:: Stoc): Bormr: * 
Plane 

l^ Ai; x£ii:ui iKV^. dcTvv^oi^oo anr:>n- the confere??s of the suV-' 
tvi:^:. i-T: vhcthcr or nc;. profit -!:>n::rirrr plane; anc docU 

p:;V::. sxj:I" bi: cL.nr:ia?red allcif-AI:-^ item of cost. The 
cvi: Liz h'oycz icp^ee^^ntc txves bn^Jivrc th::l corrtrlbvitionr to su:h 

LT.lv^Ji ;:ct b-: cor.zio^.iLd allowable oost*^. uvd^n- cc-t re:-r^v- 

rir^;i., it ia in:.nrt^nt to clc^iiJ^ distinruirh bc^tv^^i^e:. u 
.ivi; u.Xi:n.'" ^- ^^profit-ph^r inc plane.*' ■ 

iTLl^^do::^}' cf ij^tomal Revenv'.^ thi;? rcilov:i?it. is a descriplicn 

''t p^jii5jiD?i pj.ari v:ithln the meariin^: cI s^ecticn l65(4^) ic 
i\ plan eotfu^lichsc and fiatntainecl an employer primarilj;^ tc 
proviat:- ayt^ten^aticcCl.Iy for the pajuiient oi derinitely deter- 
rdnii.K;.-3 bfr?nf;X*its;. to his 3r:ployees over e period o? ysarsy 
x?.£:-u:ll7 fc;r life, after retireniont* Rstirem^^nt benefits 
generally ri^asured bjr^ ^.nd based on. such factors as 
jTirjM- of servicG aid coniperisatior. received by the emplcyses c. 
The deter;iilnat:'.on of the amount of r-etireDiertt benefits and 
the contributions to provide such benefits fre not dependent 


upon profits. Benefits are not definitely detenaiiiable 
if funds arisira fro-n forfeitures on tenrdnation of service^ 
or other rer.scn? may used to providi) increased bene:citf3i 
ioT the rerr^Hining participants instead of being vised to 
reduce: the e^o\<nt of contributions by 'the eiiiployero A plan 
designed to provide benefits for employee:^ or their benefi- 
ce --ries; to be paid upon retiren^nt or over a period of years 
aft-^r rctireit^nt i-:iil^ for the piirpore of section 165(a) ^ 
cciicidc^rfic: a pension plan if under t,h^: plan either the 
bev;e£it^^ paycbie to the. emplov^c or I'cquired contribu- 
ticr/^' hy lb- employer can be determined nctii^ri&lXy-- * 

be Uken rrom Regulelioa 1X5^ Section 39oX62-l 

(r./(,2;, vj^^i\l^civ follc\d.ng tlij? cibcve- is tho dftfinitioii 
of iA ^^proxit- sharing pl^n"s 

p;:oi:it-aharir;i: plun^ on the ot^HK: hnrid;. is a pXtiu 
cf!l!^bl;\sh*Hd an--i n;airrt.aine:d by c:::p3xyo::' to provide for 
tb;^! partici?:ition ir; hia profit by hix eir.ployaes or 
ti::i>ir l>enci:ici&ri.(^£: bi^aed on a cieXini.tt^ prsdetemiinec? 
fornuilci for d^itermining thc^ profitjj tc- shared ar^d a 
cefini'ie: predci'?rn:ined formula for distributing the funds; 
£iDCuniu:Uted under the plan after a fi^:e<? nu;:.brr of year{2. 
the att-Ginnz^^t of ci stated a^e. or UT>on the prior occurrence 
of sora;-:f. event euch as illness^ riisabi::.ity;. retirement, death;, 
or severance of eiiiploymanto A formula for detenr.ining the 
profits to bs shared is definito, for exaniple, if it provides 
for & contribution equal to (i) a speaifi^r^d percentage of the 


anr.at'J. profits . (ii) o sp^ciified percentage of ite ciniiur;.! 
profits; in exaeas or the suti of dividend comiiiitrnents plus a 
liy^i a.rriOunt wxih an overall linitation,. cr (iii) a ^specifio-i 
Pc-rc-emaja of the £iniiual profits not to exceed a specified 
percent e^re or the salaries of the participants cr their con- 
tri but: • if &ny, to the fund« A fornxla for distributing:, 
t:::: c-icoui;ral«tsr f\inds amoa^ the pc.rticip^:;nt3 is deTinitei.. 
£qv e:^Qvpl^^ if it provides: for a distritution in proportion 
to ii'c Dc-.sic compcn&aticri for each participant.'' 

In aiVir^cuyj a pension plan io depsndent upon an 
^^?tii-u..al detir:Tii;ation eittor tw ej^tjilovve ben::fit3 or 
t:^.^ er.:pioyGr ccvrvtidbutions . Cones que ntljj. th-^ employcir cor.^- 
ixlbiit:- ona ir» thc' i'cnn of a fiji^d co«to Under a profit- 
f^bcKii-r- -plan ih.-; 5/niployer control but icn^i^ arc^ oontin(;eni: upon 
profit.:;-- Sv.^h profit-rhs-ring benefits nic:;" bij in the form of 
penracn or r oiivBLiB'd piiymQvXse Under the provisioa^^ l5-20liof? 
ciTiploycr cc::tribL:tions t:^ pension pl.£.n^3 ere allcwabie costs* 
Ko";:3Vt.:.:% in the opinion of the underci*: nsdj, eniplcj^ir contri- 
butionci to profit-sharirj^^ pltns siioulc be unallowable c 
5o ThiJ presexa reg'ulation.<: Fart 6, Section X\-, issued 1 inarch 
IS^:.: prc/videi^ in Bubp^ragniph li?«601cJr(f) thcti 

/^Ivh^ire contributions to pension cr retirement plans are 
bast^d on profits* providing that proviyicns of the Internal 
Revsnu:: Code and regulations of the Burcc.u of Internal Revenue 
hav5:' beren met;, the. amount allowable for epportionr-^int to 


^ 3 ^ 


contracts in any one year shall be the amount contributed 
to the pension truEit (e) .Cor th^:t year but not to ey.ceed 
fix teen (15) per cent of the total coitipensaticn othorKise 
paid or accr\i?d in that year to the individuals concernerl 
under the plaD(s)c" Tiiis subparegraph is inconsisterit ard 
contradiotory in referring to caess "vhere pension or retire 
jrent plans an: bajred on pro fits since ty definition (of 
the Intf.rnal Revenue Code.) pension plan ic one in which 
'•The- doterninatior;. of the &jr;ca\nt of retirernent benefits and 
the contribtitionc to provide fi^uoh benefits ars net dependent 
\r>DVi profitr'^c. The current revisioii of Section >C\-; ASPR 
should provido cir.r.Uy on 'this point by sepi^rate tr^atn^nt 
of the tv7c> type-!:: c:>f: planB in confcrirdty %;r;h the definitions 
given by the Lnlem^l Revenue Service 

Ths reae-on?^ fcj the po-;ition taken b%- the Army and Air 
Furoe reprejss:itt»tive3 <:rc at' Xoilcws: 

a^ ^ bucinot'Jr^ organization may njake uee of its earning 
in nianv Mixys ^ such as, 

(1) Inveetnic-nx.D 

(2) increase to workinf. capital 

(3) Dividend payments to stockholden: 

()4) Contribution? to prof it«-sharinr plans for employees 
A distribution of earnings however accomplished cannoi in 
equity bs corsidered as a cos^t of perforidni; a conlracto 

be Under co^-t-reimbvirseuLcrit type contracts;, the fixe-d 
fee nec:otiated is intended to represent the contractor's 


entire profit. To allovi contribution:? to profit-sharing 
plans a:5 reiiaoiirsable costs is, in effe«ct, givinf the con- 
tractor cin extra profit margin equal in amount to his con^* 
trioutio?! to the plar.. If the contractor is, in fact, 
entitled to hirher margias of profit, it should be throuf-'h 
en inaraasc in fixed fee rather than under the disguise of 
••co3ts"o 

5^ Wi-^/a v^^r.^r'i tc ntock.boriis plans tha Army and Air Force 
representatives cons ice r thai such bonus plan?: constitute £ dis- 
tribution of ovnershdp or profits sh::j:'ec directly or indirectly 
D}- the ether ovmers of the business. The cost of this distri- 
bution of ov^a-srship or profits is not a cost cf production end 
therefore should not b:; sllovred* 

6.. In essence., lha issun in its simplest terins is whether 
any payycenta to erT.-plcyee{^' (regardless of tbeix' form^ su::h as 
bonuses., stock boruseg?^ deferred cctripensaticn o:r retirement 
trusts^, ttc-i anc- regardless of the tiiri^^ conditions or method 
of po;;rmir:t} which are, contingent upon prc-fite^. present or future, 
sijculd be e>oludec: froT: fcillowable cor:trac-t cos.ts,. hcvrever coninieml- 
able or def5iri:^ble the paynients may be fron; the standpoint of effi- . 
ciency or other busines?s purpose ► In conclusion oar firn position 
is that such pas^Xients should not be recojniiied as allowable costs c 

A B. K r A X J i FORCE 

Rc Mc Keei, Army Audit Agency ' Ltc Gol,> Ho To Critchlcw;. AFMPS 

Lt. Cole Jo Ko Failing, GS G-1; Ltc Colo Jo Ea Ellis, Jr, AFAUD 
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NAVY POSITION 


Issue relative to whether Part 2, Section XV, ASPR shall include ppovision 
for allowability of costs of profit-sharing retirement plans • 


1. An issue has been raised by the conferees of the subcoinmittee as to 
whether or not profit-sharing retirement plans shall be considered an 
allowable item of cost* Paragraph l5#601.2(f ) of Part 6, Section 3CV states: 

T/here contributions to pension or retirement pj.ans are 
based on profits, providing that provisions cf the Internal 
nevenue Code and regulations of the Bureau of Internal 
xtevenue have been met, the amount alloi\^able for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)#" 

The Navy representatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 6, Section XV) are allowable* 
The Army and Air Force conferees are of other opinions. 

2. The practical question faced by many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A grox^ring number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financing retirement income for their employees. Unlike a formal pension 
plan x^rhich provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a - 
company's earnings, if any, warrant such contributions. The plans pro- 
viding for these contributions are subject to review and approval by the 
Internal itevenue Service prior to acceptance by the ffilitary Departments, 
and are hedged with restrictions and limitations* The contributions tinder 
such plans are: 

(a) Paid into a trust 

(b) Irrevocable 

(c) Subject to qualifications and limitations of the agreement 
and the plans setting up the trust 

(d) For the exclusive benefit of the employees and of their 
beneficiaries 

. (e) For the purpose of providing retirement income to their 

. employees at a stated age, or at death or after termination 
of services or disability. 

3m The issue here resolves itself around the tern "profit-sharing". The 
Navy representatives are of the view that although this is a part of the 
terminology used, the fact remains that the contributions for the piarposcs 


are no different in principle from contributions made for similar fringe 
benefits, such as pension costs* Almost 30/o of the approximately 365 plans 
in the category of pension and profit-sharing retirement plans submitted 
to the Internal Kevenue Service for the fiscal year ended 30 June 1953 
were of a profit-sharing nature and the percentage is steadily increasing. 
Not to recognize the fact that profit-sharing is becoming an integral part 
of industrial operations is to overlook an important phase of industrial 
costs of. operations* 

h. The Navy conferees consider that a profit-sharing contribution is one 
which is measured or determined by the amount of a contractor's earnings. 
It is true that if there are no earnings, no contributions are madet 
Kowever; it is considered by some that this is no different in principle 
from prc.i:^cti on workers piece-rate compensation and bonuses, or commissions 
paid to salesmen and others. 

$• It should be pointed out that the contributions are irrevocably made 
to a trust fuDd and that the employees do not participate in the benefits 
(except as may be provided for in the plan at termination of service, 
disability or death) until the employees reach retirement age. One of 
the several requirements (all of which must be satisfied prior to approval 
of a plan by the Internal xtevenue Service) is that the sole purpose of the 
trust is to provide benefits for the employees and their bonef ipiaries and 
that no part of the trust can revert to the employer* 

6. A contribution to a profit-sharing trust is in the nature of compensa- 
tion for. personal services rendered by the covered employees and represents 
a necessaiy and ordinary business expense • Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirement 
plan, the requirements of the Internal Hevenue Code as to reasonableness 
of compensation mtist be met. 

?• To the extent that a contractor provides for reasonable fringe benefits, 
such as retirement, by. one method or another, whether as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of profits appears to be immaterial provided 
the cost is reasonable and is in accord with the concept of a cost of doing 
business and other factors to be considered in determining allowability of 
costs. The mechanics of the method of computing the cost should not be 
the controlling criteria as to its allowability. The broader question 
to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yardsticks. 

8. It is submitted that no business man will take the position that costs 
of profit-sharing retirement plans are not legitimate fringe benefits and 
consequently will provide for them in his costs of doing business* 

9. I'fhile the above comments apply specifically to profit-sharing retirement 
plans, they also apply in principle to profit-sharing plans in general and 
stock bonus plans* 
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MEMOI-iAi€)UM FOR CHAIKI4AI\T, ASPH COMMITTEE 
SUBJECT: Case Revision of Section X7 


!• Attached is the Subcommittee draft of a revised Part 2 of Section 
XV, As directed, in making this revision, all existing departmental papers 
having a bearing on this sii)oect were considered. Part 2 has been revised 
to amplify the treatment of certain items of cost in the present Section 
XV, to assist in uniform departmental implementation, and to include 
coverage of additional items of cost incurred hj Contractors • In this 
revision, each item of cost contains a definition, a statement as to the 
extent of allowability, vjiallowability, and whether provision must be made 
in the contract to make the item allowable. 

2# Ti'jo issues have been raised in the development of Part 2 as follows: 

(a) The Army Subcommittee members do not concur in paragraph 
15*20u*U6(c) on education of individuals, but are willing for comments to 
be obtained on the present text# 

(b) Should profit-sharing plans and stock-bonus plans be an un- 
allowable item of cost as provided in paragraph. 15-20U»7 and by definition 
in l5-20ii«29 ? The lirmj and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view* The 
Navy submits that they should be allowable. The two arguments on this 
question are also attached hereto. 

3» While the Subcommittee meiabers have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies. 

km The Subcommittee is now proceeding with the redrafting of Part 
1. In addition, it is developing criteria or guide lines for use of con- 
tracting personnel which will set forth the limitation of and conditions 
under which those costs may be allowed which are not allowable unless 
specifically provided for in the contract in accordance with Part 2# 


Lt. Col. J. M. i-tailing 
H. M. Kee 

J. T. itegardie (for ii. T. Cook) 

A. C. Sawallisch 

Lt. Col. H. T. Critchlow_-:::r:r 

Lt, Col. J. Ellis (for A. 3. Thomas) 

K. H. Gallup 
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• iv;-laUve to ^vhei:.er or Koi Part 2, Si^ction X^-; 
;.£rh Siii^ll Include Provi^ior. for Allo^-^ibilily 
cf Conir or Profit- 3h::.ri:ii: Flarj:: Stoc): Bormr: * 
Plane 

l^ Ai; x£ii:ui iKV^. dcTvv^oi^oo anr:>n- the confere??s of the suV-' 
tvi:^:. i-T: vhcthcr or nc;. profit -!:>n::rirrr plane; anc docU 

p:;V::. sxj:I" bi: cL.nr:ia?red allcif-AI:-^ item of cost. The 
cvi: Liz h'oycz icp^ee^^ntc txves bn^Jivrc th::l corrtrlbvitionr to su:h 

LT.lv^Ji ;:ct b-: cor.zio^.iLd allowable oost*^. uvd^n- cc-t re:-r^v- 

rir^;i., it ia in:.nrt^nt to clc^iiJ^ distinruirh bc^tv^^i^e:. u 
.ivi; u.Xi:n.'" ^- ^^profit-ph^r inc plane.*' ■ 

iTLl^^do::^}' cf ij^tomal Revenv'.^ thi;? rcilov:i?it. is a descriplicn 

''t p^jii5jiD?i pj.ari v:ithln the meariin^: cI s^ecticn l65(4^) ic 
i\ plan eotfu^lichsc and fiatntainecl an employer primarilj;^ tc 
proviat:- ayt^ten^aticcCl.Iy for the pajuiient oi derinitely deter- 
rdnii.K;.-3 bfr?nf;X*its;. to his 3r:ployees over e period o? ysarsy 
x?.£:-u:ll7 fc;r life, after retireniont* Rstirem^^nt benefits 
generally ri^asured bjr^ ^.nd based on. such factors as 
jTirjM- of servicG aid coniperisatior. received by the emplcyses c. 
The deter;iilnat:'.on of the amount of r-etireDiertt benefits and 
the contributions to provide such benefits fre not dependent 


upon profits. Benefits are not definitely detenaiiiable 
if funds arisira fro-n forfeitures on tenrdnation of service^ 
or other rer.scn? may used to providi) increased bene:citf3i 
ioT the rerr^Hining participants instead of being vised to 
reduce: the e^o\<nt of contributions by 'the eiiiployero A plan 
designed to provide benefits for employee:^ or their benefi- 
ce --ries; to be paid upon retiren^nt or over a period of years 
aft-^r rctireit^nt i-:iil^ for the piirpore of section 165(a) ^ 
cciicidc^rfic: a pension plan if under t,h^: plan either the 
bev;e£it^^ paycbie to the. emplov^c or I'cquired contribu- 
ticr/^' hy lb- employer can be determined nctii^ri&lXy-- * 

be Uken rrom Regulelioa 1X5^ Section 39oX62-l 

(r./(,2;, vj^^i\l^civ follc\d.ng tlij? cibcve- is tho dftfinitioii 
of iA ^^proxit- sharing pl^n"s 

p;:oi:it-aharir;i: plun^ on the ot^HK: hnrid;. is a pXtiu 
cf!l!^bl;\sh*Hd an--i n;airrt.aine:d by c:::p3xyo::' to provide for 
tb;^! partici?:ition ir; hia profit by hix eir.ployaes or 
ti::i>ir l>enci:ici&ri.(^£: bi^aed on a cieXini.tt^ prsdetemiinec? 
fornuilci for d^itermining thc^ profitjj tc- shared ar^d a 
cefini'ie: predci'?rn:ined formula for distributing the funds; 
£iDCuniu:Uted under the plan after a fi^:e<? nu;:.brr of year{2. 
the att-Ginnz^^t of ci stated a^e. or UT>on the prior occurrence 
of sora;-:f. event euch as illness^ riisabi::.ity;. retirement, death;, 
or severance of eiiiploymanto A formula for detenr.ining the 
profits to bs shared is definito, for exaniple, if it provides 
for & contribution equal to (i) a speaifi^r^d percentage of the 


anr.at'J. profits . (ii) o sp^ciified percentage of ite ciniiur;.! 
profits; in exaeas or the suti of dividend comiiiitrnents plus a 
liy^i a.rriOunt wxih an overall linitation,. cr (iii) a ^specifio-i 
Pc-rc-emaja of the £iniiual profits not to exceed a specified 
percent e^re or the salaries of the participants cr their con- 
tri but: • if &ny, to the fund« A fornxla for distributing:, 
t:::: c-icoui;ral«tsr f\inds amoa^ the pc.rticip^:;nt3 is deTinitei.. 
£qv e:^Qvpl^^ if it provides: for a distritution in proportion 
to ii'c Dc-.sic compcn&aticri for each participant.'' 

In aiVir^cuyj a pension plan io depsndent upon an 
^^?tii-u..al detir:Tii;ation eittor tw ej^tjilovve ben::fit3 or 
t:^.^ er.:pioyGr ccvrvtidbutions . Cones que ntljj. th-^ employcir cor.^- 
ixlbiit:- ona ir» thc' i'cnn of a fiji^d co«to Under a profit- 
f^bcKii-r- -plan ih.-; 5/niployer control but icn^i^ arc^ oontin(;eni: upon 
profit.:;-- Sv.^h profit-rhs-ring benefits nic:;" bij in the form of 
penracn or r oiivBLiB'd piiymQvXse Under the provisioa^^ l5-20liof? 
ciTiploycr cc::tribL:tions t:^ pension pl.£.n^3 ere allcwabie costs* 
Ko";:3Vt.:.:% in the opinion of the underci*: nsdj, eniplcj^ir contri- 
butionci to profit-sharirj^^ pltns siioulc be unallowable c 
5o ThiJ presexa reg'ulation.<: Fart 6, Section X\-, issued 1 inarch 
IS^:.: prc/videi^ in Bubp^ragniph li?«601cJr(f) thcti 

/^Ivh^ire contributions to pension cr retirement plans are 
bast^d on profits* providing that proviyicns of the Internal 
Revsnu:: Code and regulations of the Burcc.u of Internal Revenue 
hav5:' beren met;, the. amount allowable for epportionr-^int to 
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contracts in any one year shall be the amount contributed 
to the pension truEit (e) .Cor th^:t year but not to ey.ceed 
fix teen (15) per cent of the total coitipensaticn othorKise 
paid or accr\i?d in that year to the individuals concernerl 
under the plaD(s)c" Tiiis subparegraph is inconsisterit ard 
contradiotory in referring to caess "vhere pension or retire 
jrent plans an: bajred on pro fits since ty definition (of 
the Intf.rnal Revenue Code.) pension plan ic one in which 
'•The- doterninatior;. of the &jr;ca\nt of retirernent benefits and 
the contribtitionc to provide fi^uoh benefits ars net dependent 
\r>DVi profitr'^c. The current revisioii of Section >C\-; ASPR 
should provido cir.r.Uy on 'this point by sepi^rate tr^atn^nt 
of the tv7c> type-!:: c:>f: planB in confcrirdty %;r;h the definitions 
given by the Lnlem^l Revenue Service 

Ths reae-on?^ fcj the po-;ition taken b%- the Army and Air 
Furoe reprejss:itt»tive3 <:rc at' Xoilcws: 

a^ ^ bucinot'Jr^ organization may njake uee of its earning 
in nianv Mixys ^ such as, 

(1) Inveetnic-nx.D 

(2) increase to workinf. capital 

(3) Dividend payments to stockholden: 

()4) Contribution? to prof it«-sharinr plans for employees 
A distribution of earnings however accomplished cannoi in 
equity bs corsidered as a cos^t of perforidni; a conlracto 

be Under co^-t-reimbvirseuLcrit type contracts;, the fixe-d 
fee nec:otiated is intended to represent the contractor's 


entire profit. To allovi contribution:? to profit-sharing 
plans a:5 reiiaoiirsable costs is, in effe«ct, givinf the con- 
tractor cin extra profit margin equal in amount to his con^* 
trioutio?! to the plar.. If the contractor is, in fact, 
entitled to hirher margias of profit, it should be throuf-'h 
en inaraasc in fixed fee rather than under the disguise of 
••co3ts"o 

5^ Wi-^/a v^^r.^r'i tc ntock.boriis plans tha Army and Air Force 
representatives cons ice r thai such bonus plan?: constitute £ dis- 
tribution of ovnershdp or profits sh::j:'ec directly or indirectly 
D}- the ether ovmers of the business. The cost of this distri- 
bution of ov^a-srship or profits is not a cost cf production end 
therefore should not b:; sllovred* 

6.. In essence., lha issun in its simplest terins is whether 
any payycenta to erT.-plcyee{^' (regardless of tbeix' form^ su::h as 
bonuses., stock boruseg?^ deferred cctripensaticn o:r retirement 
trusts^, ttc-i anc- regardless of the tiiri^^ conditions or method 
of po;;rmir:t} which are, contingent upon prc-fite^. present or future, 
sijculd be e>oludec: froT: fcillowable cor:trac-t cos.ts,. hcvrever coninieml- 
able or def5iri:^ble the paynients may be fron; the standpoint of effi- . 
ciency or other busines?s purpose ► In conclusion oar firn position 
is that such pas^Xients should not be recojniiied as allowable costs c 

A B. K r A X J i FORCE 

Rc Mc Keei, Army Audit Agency ' Ltc Gol,> Ho To Critchlcw;. AFMPS 

Lt. Cole Jo Ko Failing, GS G-1; Ltc Colo Jo Ea Ellis, Jr, AFAUD 
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NAVY POSITION 


Issue relative to whether Part 2, Section XV, ASPR shall include ppovision 
for allowability of costs of profit-sharing retirement plans • 


1. An issue has been raised by the conferees of the subcoinmittee as to 
whether or not profit-sharing retirement plans shall be considered an 
allowable item of cost* Paragraph l5#601.2(f ) of Part 6, Section 3CV states: 

T/here contributions to pension or retirement pj.ans are 
based on profits, providing that provisions cf the Internal 
nevenue Code and regulations of the Bureau of Internal 
xtevenue have been met, the amount alloi\^able for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)#" 

The Navy representatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 6, Section XV) are allowable* 
The Army and Air Force conferees are of other opinions. 

2. The practical question faced by many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A grox^ring number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financing retirement income for their employees. Unlike a formal pension 
plan x^rhich provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a - 
company's earnings, if any, warrant such contributions. The plans pro- 
viding for these contributions are subject to review and approval by the 
Internal itevenue Service prior to acceptance by the ffilitary Departments, 
and are hedged with restrictions and limitations* The contributions tinder 
such plans are: 

(a) Paid into a trust 

(b) Irrevocable 

(c) Subject to qualifications and limitations of the agreement 
and the plans setting up the trust 

(d) For the exclusive benefit of the employees and of their 
beneficiaries 

. (e) For the purpose of providing retirement income to their 

. employees at a stated age, or at death or after termination 
of services or disability. 

3m The issue here resolves itself around the tern "profit-sharing". The 
Navy representatives are of the view that although this is a part of the 
terminology used, the fact remains that the contributions for the piarposcs 


are no different in principle from contributions made for similar fringe 
benefits, such as pension costs* Almost 30/o of the approximately 365 plans 
in the category of pension and profit-sharing retirement plans submitted 
to the Internal Kevenue Service for the fiscal year ended 30 June 1953 
were of a profit-sharing nature and the percentage is steadily increasing. 
Not to recognize the fact that profit-sharing is becoming an integral part 
of industrial operations is to overlook an important phase of industrial 
costs of. operations* 

h. The Navy conferees consider that a profit-sharing contribution is one 
which is measured or determined by the amount of a contractor's earnings. 
It is true that if there are no earnings, no contributions are madet 
Kowever; it is considered by some that this is no different in principle 
from prc.i:^cti on workers piece-rate compensation and bonuses, or commissions 
paid to salesmen and others. 

$• It should be pointed out that the contributions are irrevocably made 
to a trust fuDd and that the employees do not participate in the benefits 
(except as may be provided for in the plan at termination of service, 
disability or death) until the employees reach retirement age. One of 
the several requirements (all of which must be satisfied prior to approval 
of a plan by the Internal xtevenue Service) is that the sole purpose of the 
trust is to provide benefits for the employees and their bonef ipiaries and 
that no part of the trust can revert to the employer* 

6. A contribution to a profit-sharing trust is in the nature of compensa- 
tion for. personal services rendered by the covered employees and represents 
a necessaiy and ordinary business expense • Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirement 
plan, the requirements of the Internal Hevenue Code as to reasonableness 
of compensation mtist be met. 

?• To the extent that a contractor provides for reasonable fringe benefits, 
such as retirement, by. one method or another, whether as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of profits appears to be immaterial provided 
the cost is reasonable and is in accord with the concept of a cost of doing 
business and other factors to be considered in determining allowability of 
costs. The mechanics of the method of computing the cost should not be 
the controlling criteria as to its allowability. The broader question 
to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yardsticks. 

8. It is submitted that no business man will take the position that costs 
of profit-sharing retirement plans are not legitimate fringe benefits and 
consequently will provide for them in his costs of doing business* 

9. I'fhile the above comments apply specifically to profit-sharing retirement 
plans, they also apply in principle to profit-sharing plans in general and 
stock bonus plans* 
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. SECTION 3CV SUBCOMiaTTEE 

15-200 SCOPE OF PART . This part sets forth principles and standards for the 
determination and allovratice of costs in connection with cost-reimbursement type 
contracts and cbst-r^imbursement type subcontracts thereunder for procurement 
of supplies, services, and research and development work with commercial organi 
zations and with non-prbif it institutions having commercial type accounting 
systems* 

lS-201 BASIC PRINCIPLES AND STANBARDS > - ' "^'^^'^ 

(a) Composition of Total Ccifst » ^ The total cost of a cost-reimbursement 
type contract is the net sum of . .(i) th^ allowable direct costs, (ii) the pro- 
perly allocable portion, of allowable indirect costs and (iii) applicable income 
and other credits* ... . 

(b) Factors Affecting Allowability' of Costs * The factors to be con- 
sidered in determining the allowability of costs include (i) reasonableness, 

(ii) application of generally accepted accounting principles and practices, 

(iii) exercise of good business judgment in .incurrence of cost, (iv) signifi- 
cant deviations from the practices of the contractor prio^ to the award of the 
contract, and (v) any limitations as to types or amounts of cost items set 
forth in this Part 2 of Section X7 or otherwise included in the contract* 
Failure to mention any item of cost in this pkrt is not intended to imply that 
it is either allowable or not allowable. 

(c) Credits * The applicable portion of income and other credits which 
are related to any allowed cost will be credited to the Government either as 

a reduction in contract cost or by a cash refund, as appropriate* 


(d) Cpntractor^s Accounting System ^ The requirements concerning record 
/keeping and approval of the contractor's. ?kCCowiting.^pr.6.cedut^&^^ practices 
are set forth in the "necords Clause'/ ,(Se!B ASER .7-203*7)i ' " 

15-202 DIRECT COSTS t Subjebt to the provisions of paragraph 15-201^ allowable 
direct costs are those items of cost; or aggregate thereof , which can be iden- 
tified specifically with any objective, servicei program or project^, under the 
contract and are chargeable directly thereto. Major items of cost readily 
identifiable with the contract or with pth^r,work of > the -.contractor should be 
charged directly thereto^ This principle may. of ten be . ^tpplicabl^ to such 
elements of expense as freight, travel, cpi9mu3!ii:Cations, 'engineering services, 
etc., as well as the normal items of materials and productive labor. Kov/ever, 
this principle must be applied consistently to the cos tingf of both defense and 
non-defense products or services, when the contractor i5i..6nga^ed in mixed 
production, in order to produce equitable results* When the accounting expense 
of direct costing of minor items would exceecji the resulting benefits, indivi- 
dual items, othen-jise allowable as direct costs, may be treated as indirect 
expenses. 

15-202.1 DIRECT MATEIilALS. . The cost of direct materials include? the .cost of 
items purchased, supplied, manufactured or fabricated, which enter directily - 
into the end product or which are used or consumed directly in connection with 
fxirnishing such product. 

l5-'202^2 DIRECT LABOR , The cost of direct labor includes salaries and wages 
specif ically identifiable with and properly chargeable directly to the per- 
formance of the 'contract or other work of the contractor. It may also include 


other associated iCpstsi such as payroll taxes and workmen* s compensation insur- 
ance, where- it i^ the established practice of the cbntractbr to treat these 
items as a part of direct labor costs* ' ■ - . 

15-202 >3 OTHER DIRECT COSTS , Where other items qf cost are charged directly 

to the contract consistent with paragraph 15-202 above, the contractor must 

* 

demonstrate that they are specif icaily related' to - the perf ormance of the con^ 
tract. When,: however, items ordinarily chargeable as indirect . costs are 
char;^ed to a Government contract as direct costs, the cost of similar items 
applicable to other work of the contractor must be' eliminated from indirect 
costs allocated to the contract. 
15-203 INDIRECT COSTS . - 

(a) Indirect costs are expenses which are inciiirred: f or rcommon or. joint 
objectives, are accumulated for accounting purposes by departmental activity 
or other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of allocation. Eacti eieirieht thereof is. subject 
to the limitations of this part as to allowability^ 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must be taken into 
account in determining the most suitable method or methods* The objective 
should be the selection of a method or methods which will distribute the iri- . . 
direct costs in the f aires t ^ind most equitable manner possible. The method 
used in connection with Government contracts must, in order to be acceptable, 
conform with generally accepted accounting practices, be applied consistently, 
and produce equitable results • Any significant change, such as in the n4tul*e 
of the business, the volume of sales, the volme of production, manufacturing 


processes, or the products . being produced, may requirie reconsideration of the 
methods previously in use to determine whether they contihue.to.be equitable. 
Further discussion relative to allocation, of the individual categories of 
indirect costs will be found in the subparagraphs belowt 

15-20 3 >1 INDIRECT I^UFACTURING AflD .PijODUCTION EXPENSES . Indirect manufac- 
turing and production.expenses consist of c are necessary to the pro- 
ductive process as a whole and^ not,;re^^dily subject to -treatiftent as direct 
costs in accordance with paragraph. l5-ep3:».:; Allocation of -indirect manufacturing 
and production expenses, on a time b^.^isj su^h as direct labor man-hours or 
machine-hours, is a method which generally produces accuracy and equity. Other 
acceptable bases, in appropriate circumstances, include direijt labor- dollars- 
(exclusive of overtime premium), ..i^it^^^^^ pro- 
cessed. In some instances, it m^y be nQC,egs.ary. to depa 'or establish 
cost centers in order to distrib^ute. equitably tte The factors 
to be considered in determining, the ^xtest ^pf . departmentalization or eaitab- 
lishment of cost centers include variety -of products, complexityof processes ^ 
and relative labor and facility requirements for the various' products. * 

l5-203-^2 - >tHDIRi£CT-ii2^^GIN£ERINa BtPEI^SES . Indirect engineering, expenses con-, 
sist chiefly of engineering administrative expense and general supplies. These 
expenses arise out of ehglheering activities which include product design, tool 
design, experimental development, manufacturing and production development, . . 
layout of production* lines; determination of machine methods and related blue- , 
printing ar*i draftings' " ' - 

■ Indirect engineerihg expenses should be allocated to the benefited 
activities, i.e.-, the contract and other work of the contractor on the basis 
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of direct engineering man-ho\irs expendedj direct engineering labor dollars, 
or ether equitable basis. NOTE: Direct costs of engineering activities should 
be charged directly to the benefited acti^^ities, i.e., .the contract and other 
work of the contractor in accordance with paragraph 15-202 • 

15-203 >3 INDIRECT SELLING AND DISTRI]gUtlQN EXPENSES . The expenses in this 
group consist of items which represant the cost of marketing the contractor's 
products and include sales promotion, advertising, distribution costs and 
other related iterri^. iGfenerally, such expenses are not considered to be alloc- 
able to Government cos t-reihbursement type contracts for the reason that 
marketing, in the ordinary commercial sense, is not necessary for doing busi- 
ness with the Gbvertimeht. 'However, in some instances, depending upon a showing 
of benefit to, or n&cessity for, the performance of the contract, some expenses 
which ordinarily are included in this group may be determined to constitute 

alloxvable costs. Because of the special problems that arise in this area, it 

• • • ■ 

is usually desirable for the contractor to identify in its records by means 
of Subaccounts or otherwise, the items of. these expenses considered properly 
allocable to Government bontracts. 

15-203. U GENEtUL AND ADMINISTRATIVE EXPENSES. . General, and, administrative ex- 
penses consist of costs incurred in the, overfall raana,gement, supervision and 
conduct of the biisiness.. Any recognized; method of . allocating gfeneral and 
administrative expense is acceptable prqvided eq^xi table results are thereby 
obtained. Some of the generally recognized, bases are as follows: 

(a) Total costs incurred (exclusive, of general., and a 
expenses, but including materials pjurchasedi* i 

(b) Factory input (charges to work in process or equivalent accounts )• 
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(c) Cost of goods manufact\ired» 

(d) Processing costs (direct labor, plus direct and indirect produc- 
tion costs, exclusive of direct nuiterial). 

' (e) iCost of sales# - 

• (f ) Sales.'- ^- . -.^ 

mom^, thie factors that should receive consideration in. determining whether the 
results are eiquitable are (i) the cost pattern of, the Government contracts 
(that is, the peirceritage of the total , cost; of .the. contrac exclusive of general 
and administrative expenses, represented by; veach . of the several cost components 
thereof) in relatibh to the cost pattern for the plant or activity as a whole, 
and (ii) the ultimate objective of distribution of these expenses in approxi- 
mate ratio to the general and administrative effort involved in the two 
categories of work • " • 

The "total costs incurred" basis will usually result in an equitable 
distribution of expense where the cost element^ which make up the base are 
representative of all activities which require general administrative and super- 
vising effort. The "sales" basis is usually not iequitable wherie: there is^a -;:. 
distorting profit factor and the concurrency of sales with prbduction varies^^^^ 
between Government and commercial products. In the evaluation of these and ^ 
other methods, consideration should be given to any significant^ variations of 
inventories between accounting periods, variations in the ratio of contract 
invent orj?' levels to all other inventory levels, and any other relevant factors 
such as those mentioned in paragraph 15-203 (b). ' 

lg-203.5 BASS PSRIOD FOR ALLQCaTIOK OF INDIHECT EXPENSES t The base period for 
allocation of indirect expenses should approximate the period of contract per- 
formance or should be representative of that period* The base period should 
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be sufficiently lon^' to avoid inequities in the allocation of costs* 

l5-20li APPLICATIONS OF BASIC COST PRINCIPLES AND STANDAaPS TO SELECTED ITEI^iS 

COST , This paragraph states, in some detail, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certain selected items of cost* Failure to mention any particular item of cost 
herein is not intended to imply that it "is either allowable or unallowable • 
With respect to those items not specifically covered, determination as to 
allowability will be made in the light of the basic principles and standards 
and, where appropriate, the treatment of similar or related items in this Part. 
The statements herein apply irrespective of whether the particular item of 
cost is treated by the contractor as direct cost or as indirect cost* All of 
the subparagraphs ' below are subject to the. factors affecting allowability of 
costs as set out in paragraph l5-201(b)* 

l5-20i;*l ADVEHTISING . Advertising expenses include the costs of .advertising 
media and corollary administrative expenses* Advertising media include maga- 
zines, nev7spapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and. window displays, conventions and exhibits, 
free. goods and samples, and sales literature* 

(a) The following advertising costs are allowable: 

(i) Advertising in trade and technical journals, provided such 
. advertising does not offer specific products for sale but is 

placed for the purpose of offering financial support to 
journals which are valuable for the dissemination of technical 
information within the contractor's industry* 
.(ii) Publication of maintenance catalogs, price lists, and technical 
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pamphlets any of which aid users of the contractor's products, 
including the Government or defense contractors; provided that 
the product purchased by the Government \inder the contract is 
comparable to the items described in such publication 

15-20^2 MTICIPATORY POSTS . ' Aiiticipatory costs are those which are irieurred 
prior to the effective dete of the contract and which if incurred after such • 
date, would be allowable thereunder** * Siioh costs will not'be" allowcble unless 
specifically set forth in the contract arid may be limited to' a period or time 
as well as to the "type and amount of such costs. ' 

l5-20ii.3 BjU3 debts . Bed debt expenses, consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include collection expv^:nses and related legal expenses. These costs are un- 
allowablot 

l5-20ii.l| BIDDING EXPENSE . Bidding expferises are thd " costs of preparing ^^^^^ ' 

estimates on. potential contracts or projects, including the development of 

engineering and cost data necossarj' to. support the ..contractor' s. price proposal 

or estimated cost of work perfomance. Ourrent bidding expenses of both auccass-* 
arid un-successful . -. .• . . 

ful/bids nomally will be treated as indirect expenses^ and allocated currently to 
all business of the contractor, in which event no bidding expenses of past 
accounting periods will be chargeable ..to the Goyernment co.ntract. However, 
if the contractor's established, and.. consistent prajCtice had been to treat bid- 
ding expenses by some other recogriized method, the. results obtained mcy be 
accepted only if found to be reasonable and equitable. 

l5-20i4.5 OAFETERIAS, DINING ROOMS AND OTHER FOOD, SERVICES . . . This class of 
expense consists of . the cpst, less rcvepue f or; the furnishing of facilities or 


of the oporation of cafeterias, dining rooms, canteens, lunch wagons or other 
type of food services, provided for the contractor's employees at their regular 
duty station* Such net costs arc allowable when the services are reasoncbly 
required by the nature of the. contrcctor's operations, plant location, established 
policies, or employer-employee agreement* Such net costs must be allocated to 
all contractor activities which benefit from the food service operation* Similarly 
any profit on these operations shall bo allocated as a credit to all benefitted 
activities including Government contracts* 

l5-20ii*6 CIVIL DSFPJNSE * • Oiyil defense costs are those incurred in the plan- 
ning for and the protection of life and property against the possible effects 
of enemy attack* These costs are generally incurred pursuant to plans deve- 
loped by local and state civil defense authorities* Exsmples of civil defense 
costs include cost in excess of normal plant protection expenses and mry con- 
si.st of first-aid training and supplies, fire fighting training end equipment, 
posting of additional exit notices and directions and other approved civil 
defense measures* Rersonable costs of civil defense measures undertaken on 
the contractor' s premises pursurnt to suggestions or requirements, of civil 
defense authorities are allowrble when allocated to all work of the contractor* 
In the case of capital assets, acquired for civil defense purposes the costs 
thereof will be depreciated over a reasonable number of years in conformity 
with generally accepted accounting principles* Contributions to local civil 
defense funds or projects not on the «iOfft*iictor' s premises '€irc isffwkllowable. 

15-20U*7 COMPENSATION FOR PERSONAL SERVICES ^ • ' 

This ttm includes salerio 9, t^^gcs, dofeJrFed c6mpensfatic>iii ?nd 
fringe benefits so:Pvioes rendered to cOn%r*^Gtoi» by omplGyees well 
as fees paid to directors end committee members. 


Sabjcct to specific limitations sot forth hereunder^ such costs arc- allow c.blo 
whL:n the total compensation is reasonable in light of the services rendered. 

b. Generally, the amount of compensation established by the contractor 
vjill be considered commensurate with the services rendered. However^ 
compensation of individuals such as corporate officials, directors, exocutivos, 
department heads, pr.rtners and sole, proprietors mc^r be •aibject*- to* special 
consideration and limitation cs. to allqwcbility for contract cost purposes 
where cjnounts appear excessive.. .Some situations whxcK may give 'rise to 
excessive compensation are where- ii),.thp . individual- ar member of his immediate 
fcjaily owns or is cormitted to acquire -a. sub stciitial- financial interest in 

the contraictor' s orgcnizationj or .(ii) -ownership of the- cbnti'actor is limited 
to a small cohesive group; or ..(iii) the volume of- .Go veriirrient contracts vjhen 
reli\ted to the contractor' s total business is such as to influence the amount 
of compensation. 

c. The cost of options to purchase stock of the contractor corporation 
granted to employees as a part. of compensation is not allowrble. 

d. Special consideration will be accorded the following types of - 
compensation benefits: 

(1) Bonus plans. Bonuses. to employees^ such as production 
incentives and suggestion or safety awards, represent a part of their total ^ 
compensation and arc allowable when appropriately allocated, if they arei 
(i) reasonable -in amount, (ii) paid in connection with an established plan 
consistently followed by the contractor, (iii) paid for services currently 
rendered by the employee, (iv) available to all employees of the contractor, 
or to all employees within a group or salary classification which is not 
unreasonably res trict-^d, bonuses will not be allowed when they are 


bc.sud upon or contingent upon profits .or constitute c distribution of profit 
rather than reasonable compensation for services. Bonuses will not be 
allovjod when they are restricted to officer or other employee stockholders 
or arc distributed in relation to stockholding s.^ . . 

(2) Profit-sharing plans, . A profit-sharing plan is a plcn 
established and maintained by an employer to provide for the- participation- in 
his profit by his employees or their beneficiaries, based on a definite pre- 
determined formula for dete mining the profits to be shared and a definite 
predetermined formula for distributing the funds accumulated tinder the- plan 
after a fixed number of years, the ■ .attainiji^nt of a. stated age, or upon the 
prior occurrence of some event such .:a:s illness, disability, retirement, death 
or severance of employment. Although such plans, provide certain incentives 
to employee's, any profit-sharing plan, however designed, constitutes a 
distribution of profits in the s me sense that profits. are likewise distributed 
to stockholders or are irfetisdnjsd foroperttiaig caj^it'^ flSd c^tmot, therefore, 

be considered' as a cost of- performing the contract, .Amounts paid to or set 
aside for employees under proflt-^sharing plans are unallowable. 

(3) Stock Bonus plans,. A stock bonus plan is a plan established 
and maintained by an employer . to provide benefits similar to that of a profit- 
sharing pirn except thfiit the contributions by. the employer are not necessarily 
dependent upon profits and the benefits are distributable in stock of the 
contractor. Charges for provisions under stock bonus plans are not 
allowable. 

(k) The detemination of eHowability of the cost of pension and 
retirement plans, ' training expense, overtLme, extrc pay and multi shift 
premiums and other fringe benefits will be in accordance with paragraphs 
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I5"20lt.29 , 15>20I;>27 . and l5->20lul6 respectively^ . 

Any form of compensation to en anployee not specifically mentioned in this. 
Part 2^ in addition to those set forth in this pcragreph, will be given 
consideration as a part of total compensation^ 

l5-20ii*8 C0NTINGSNCI53 . ' This type of charge results from the creation 
and maintenance of reserves to provide for an event whose occurrence cannot 
be foretold vjith certainty as to time, intensity or even an assurance of its 
happening. These costs are not allowable,' 

l5-20lt,9 OONTRIBUTIONS MP DONATIONS , Contributions and donations to 
established norqprofit charitable, scientific^ and educational organizations 
are properly allocable to Government contracts; provided that such costs (i) 
may reasonably be expected to result in future benefits to the contractor 
through advancing, directly or indirectly, the technology of his industry 
or increasing the supply of trained manpower available to itj (ii) are in 
lieu of the cost of similar facilities, which facilities the contractor 
would otherwise have to provide, as for example, employee medicdL or re- 
creational facilities; or (iii) are expected of the contractor by the com- 
munity and it can reasonably be expected that the prestige of the contractor 

in the community would suffer through the lack of such contributions. In 

. ■ . ■ - - -■ • ■ * 

general, contributions and donations under item (iii) will not be allowable 
unless it is the practice of most business firms in the same, comimunity to 
make contributions to such organizations. 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily 
in light of the pattern of past contributions, particularly those made 
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prior to the placing of Government contracts* The amount of each allowsble 
contribution must be deductible for purposes of Federal income tax, but the 
doductibility of the contribution for income tax purposes does not in itself 
justify its allowability as a contract cost*. 

i5-20iiao de?rsciati:n , 

' (a) Depreciation as described herein is a* charge to current opera- 
tions intended to distribute the cost of tangible capital assets/ less estimated 
salvage value, over their estimated useful life' in a systcanatic and rational 
manner. It involves a process of allocation, 'tiot of valuation^ Useful life 
has reference to the prospective period of economic useftiiness in the particular., 
contrcxtor' s operations as distinguished from physical life. 

(b) Depreciation on a contractor's plant, . equipment and other 
capital facilities is an cllowcblo element of contract cost, provided the amount 
thereof is based upon original acquisition cost. Depreciation will be accounted 
for by consistent application of any generally accepted accounting principles 
and should usually be allocated to the contrrct and other work as .an indirect 
cost. The amount of depreciation charged in any accounting period may vary with 
volume of production or use of multishift operations, provided the method followed 
is consistent with basic objectives set forth in subpcxagraph a above 

(c) Chcrges for depreciation on idle or excess facilities will not 
be allowed except on such facilities as are reasonably necessary for contract 
performance standby purposes and on facilities representing additional plant 
capacity contrr ctuxilly reserved for Defense production, , * 

(d) Unless otherwise provided in the contract, no charges for 
depreciation will be allowed on assets still in use which hrve been, in accord- 
ance with the contractor's consistent accounting practice, fully depreciated 
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on the contractor's books of account • 

(e) Allowances for deprociation on emergency facilities will 
normally bo determined in accordance with subparagraphs a through d above* . 
However, where the contractor has applied for and received a determination of 
"true depreciation" from an Emergency Facilities Boerd covering emergency 
facilities acquired under certificates of necessity,, the amounts so determined 
for "true depreciation" over the emergency period (5 yecrs) will be recognized 
in lieu of normal depreciation* After the expiration of the emergency period 
for the facilities concerned where . a determination of "true depreciation" hrs 
been made, the remaining undepreciated portion of the cost. of such facility will 
be depreciated over its remaining useful life and will be the only amount 
recognized as allowable cost* 

15-20U.11 . EMPLOYES MORALE, HEALTH AND WELFARE > Included In this category 
are expenses of health and welfare activities incurred for the improvement of 
working conditions and the improvement of employer-employee relations and 
employee performance* Examples of these activities are house publications, 
illness or first-aid clinics, and employee counselling services, - These costs 
are allowable when incurred in accordance with the contrrctor^s established 
practice or custom in the industry or area and are equitably allocated to all 
classes of work performed in the contractor's plant* 

l5-20i|.12 ENTERTAINMENT EXPENSE , 

(a) This item includes the cost of amusement, diversion, social 
activities and . incidental costs, such as, meals, lodging, rentcls, transportation 
and gratuities* 

(b) Expenses representing the purchase of meals, local trcnsportatio 


rente! of facilities for meetings, and other incidentel costs, when the primary, 
purpose of the incurring of such expenses is the. dissemcnation of techriical' . 
information for the stimulation of production are allowcible. 

(c) All other entertainment expenses, including those classified 
as gratuities in accordance with paragraph 7'-:20ii..l3, are unallowable* 

\ 
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15'-20A.13 Excess F ac ilities . This Item Includes the cost of maintaining and 
housing idle and excess facilities, except those reasonably necessary for 
contract performance . standby purposes • These costs are unallowable unless / 
specifically required by the terms of the contract* 

15-^04.14 Fidelity and Surety Bonds # The cost of bonds include net premiums 
paid for fidelity and surety bonds • Examples of such. bonds are performance and 
payment bonds, forgery bonds, fidelity bonds, patent infringBinent bonds, etc* 
The cost of surety and fidelity bonds are allowable to the extent required by 
the contract or approved by the contracting officer both as to type and amount. 

15--204.15 Fines and Penalties ^ Included in this item are those costs resulting 

» 

from violations of, or failure of the contractor to comply vith, local, state 
and Federal laws and regulations. These expenses are not allowable. However , 
fines and penalties incurred due to situations in which the contractor has been 
instructed in writing by the Contracting Officer to follow a certain course of 
action, will be allowed. 
15-^04.16 Fringe Benefits 

Fringe benefits are allowances and services provided ly the contractor 
to its enployees as compensation in addition to regular wages and salaries. 

a. The determination as to- the allowability of the cost of pension 
and retirement plans, profit sharing and other bonuses, and seTerance pay will 
be in accordance with sub-paragraphs 15-204#29, 15«^04#7, and 15-204..iU. 
respectively. 

b. The cost of other fringe benefits such as pay for vacations, 
holidays, sick leave, military leave and employee insurance is allowable to the 
extent required ly law, enployer-enployee agreement, or established policy of the 
contractor that constitutes, in effect, an implicit agreement on the contractor's 
part. 
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15-20A.17 INITIAL PRODUCTION COSTS . Initial production costs, also known as 
"starting-load costs", are non-continuing costs tiiat arise in earily stages of 
production because of the Contractor's lack of esqporience with particular 
materials, manufacttirlng processes or techniques Involved* Such costs moy 
consist of excessive material costs restilting from abnormal scrap losses, 
excessive direct labor costs and related overhead resulting from idle time due 
to testing and change in production methods, cost of training employees, and 
excessive defective work due to inexperienced labor • 

While initial production costs are allowable, the contractor will be 
expected to work actively to minimize or eliminate them as rapidly as possible* 
In cases whore those costs continue to an unwarranted extent after the contractor 
has been allowed reasonable time to learn to make the product efficiently, the 
excessive costs will be disallowed* 
15-204*18 INSUIUNGE m) INDEMNIFICATION 

(a) Included under this item are (l) those types of insurance which 
the contractor is required to carry under the terms of the contract, or by 
specific instruction of the contracting officer or his authorized representative, 

and (2) those types of insurance which the contractor carries on his own account* 

' ' • • • • . * ' 

The kinds of insurance ordinarily included in the first category are set out in 
iiSER 10-501. Examples of the kinds of insurance included in the second category 
are fire insurance on contractor-owned buildings and equipment, use and occupancy 
insurance, and employee fidelity bonds* 

(b) Costs of Government roqviired insurance are allowable within the 
limitations as to the extent of coverage and premium rates approved by the 
Government. To the extent that any part of a contractor's Insurance program has 
not been disapproved by the Military Departments, the costs of such other 
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insurance ore allowable where the types of coverage^ extent of coverage, and 
rates are reasonable under the circumstances | however^ costs allowed for use and 
occupancy insurance will be limited so as to' exclude coverage of profit, interest,' 
federal income taxes, and unallowable selling and distribution expenses. 

(c) Costs of insurance of ary kind pertaining to Government-owned 
property for which the Government has assumed the risk of loss under the terms 
of the contract are not allowable • The cost of insurance.. covering contractor 
owned materials used or usable exclusiveJy. on work other than that required under 
the cost reimbursement type contract is not allowable under such contract. 

(d) The costs of. a^. self insurance program under which- a contractor 
assiane.s its own insurable risks are allowable provided .that (i). the program has 
been approved ly the Military ^departments and (ii) the hazards so insured 
against exo not unusual or inconsistent with reasonable and prudent business 
practice, and (iii) the rates charged are estimated not to exceed available 
insurance rates for insxirance as reduced by an amount eqooal to the acquisition 
expenses of the equivalent commercial inswanc^ (commissions, fixed expenses, 
excess losses, ptc^) Actual losses sustained under such a self -insurance 
program are not allowable^ 

(e) Insurance on the lives of officers, partners or proprietors, 
where the contractor is the beneficiary, is not an allowable cost# 

(f) Losses resulting from failure to insure (through self insurance i 
or otherwise) ^ against a contingent loss or damage, where a reasonably prudent 
business organization would have insured against such loss or damage, are, not 
allowable* 

(g) Costs of indeimaification, in lieu of insurance, will be allowable 
only to the extent expressly provided for in the .contract. By the term 
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"indemnification" is meant Government assumption of losses arising from (i) 
lack of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage. • 

15-204.. 19 INTERES T AND OTHER FIILJJCLIL EXPENSES . This item includes interest 
paid or accrued (regardless- of the natiu:o of the obligation which gives rise to 
the interest cost), bond discount and expenses, and the cost of financing and 
rofinancing operations as well as legal and professional fees paid in connection 
with the preparation of a prospectus, costs of preparation and issuance of stock 
rights and expenses related thereto. (See also 15-204.26) Those costs are 
unallowable except for interest assessed State or local taxing authorities 
under the conditions set forth in subparagraph 15-204»44* 

15-204.20 LilB OR REL/I T IONS ^ This item covers expenses incurred in maintaining 
the satisfactory relations between the contractor and his employees. It includes 
the costs of shop stewards, labor management committees, employee publications 
and other related activities. Costs incin^red for those purposes are allowable. 
15-204.21 LOS S ES ON OTHER CONTRiiCTS . This item covers ariy excess of costs over 
income under any and all other contracts, whether such other contracts are of a 
supply, research and development,, or other nature. Costs of this nature are not 
allowable as a cost of performance of the Government contract. 

15-204*22 M^ilNTEIilNGE ilND REPAIRS , (a) This item includes those costs necessary " 
for the upkeep of property which neither adds to the permanent value of the 
property nor. appreciably, prolongs its intended life but keeps it in its efficient 
operating condition. These costs or*? allowable. Expenditures for plant and 
equipment which, according to generally accepted accounting principles, should be • 
capitalized and subjected to depreciation will be allowable only on a depreciation 
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basis • Cost of maintenance and repairs of excess facilities and of idle 
facilities (other than r easonable standbj;- facilities) are not allowable.. . 

(b) Deferred mruntenonco is defined as paintcnanco and repairs which 
for some reason such as abnormal operating conditions or lack of funds > is 
delayed to a future period. The cost of maintenance and repairs which has been 
deferred from a period prior to the contract is not allowable unless specifically 
provided for in the contract. Likewise, the estimated cost of maintenance and 
repairs normally required but not acconiplished during the period of the contract , 
will not be allowed as a cost unless specifically provided for in the contract 
or an amendment thereto. 

15-204.23 I-ItU^mtiXTURING AND PRO D UCTION ENGINEERDIG . Manufacturing and pro- 
duction, engineering includes the cost of engineering activities in. connection , 
with (1) current mtinufacturing processes such as motion and time study, methods 
analysis, job analysis, and tool design and improvement and (2) current pro- .r 
duction problems, such as materials analysis for production suitability and 
coraponent design for purposes of simplifying production. These costs are.. . . 
allowable. For purposes of distribution, such costs should ordinarily be 
divided into two categories i (i) those which directly benefit. a contract, a. 
project, or a product line and (ii) those expenses which are not. subject. to . 
direct costing. Items in category (i) should be. charged directly to the contract 
or project or allocated to the products in the product line. Costs in category 
(ii) sliould be allocated to all benefitted work. 
15-204.24 MTERmS .iND SUPPLIES , 

(a) This item includes the not costs of such items as raw materials, 
parts, sub-assemblies, components > and manufacturing supplies, whether piirohased 
outside or m£?jiufactured by the contractor. Costs of materials and supplies 
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may include such collateral items as inbound transportation and intransit 
insurance* These costs are allowable subjcct| however, to the provisions of . . . 
subparagraphs (b) through (d) below* 

(b) generally recognized method of pricing materials issued from 
3totjk may be employed for determining actual cost, provided it has been 
consistently used by the contractor, is acceptable for internal revenue pur- 
poses, and does not discriminate against the Government. However, when materials 
in inventory at the commencement date of a Government contract have a protwible 
replacement cost significantly different from book cost, the contractor and. the 
Govomment may agree upon the use of a different method of pricing based upon 
the fair value of the materials (but not in excess of rpplacemont cost)* Such 
agreement should include identification of the types or kinds of materials 
involved and should preferably be made at the time the contract is entered into . 
rjid provided for therein. 

(c) Ordinarily inter-company or inter-divisional sales or transfers 
of materials shall be stated on the basis of cost to the transferor* A 
departtare from this cost basis is permissible when the transactions involve 
items regularly manufacttired and sold by an affiliate or division through 
commercial channels except as to items on which the Government is ultimately 

the sole user. In these latter cases, however, the price chsirged to the contract 
must not exceed the lower of (i) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (ii) the prices of other 
suppliers for the same or substantially similar items* In other situations where 
consideration ^of the minority interest in an affiliate would warrant departure 
from the cost basis, such departure may be permitted but only if expressly 
authorized or approved by the contracting officer* 
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(d) Costs of inaterials and supplies shall be suitably adjusted for 
applicable portions, of inconio aiid other credits • Such income and other credits 
include trade discounts, refunds, rebates* and' allowances, cash discounts trJkcn, 
credits for scrap and sdlvage and inaterials retwned to vendors, and credits 
arising from differences -between book and ph^^ inventories • If the contractor 
does, not exercise reasonrible pl^e^^^ advantage of cash discounts 

available, .all cash discounts lost- ^mry be allowable 

.costs.. Mv../: :-'-'V;^0 /. '^o --jv 

15>20A-25 -ORGANIZATIOIf 'EXPSKSiS l- consists of expenditures in 

connection with' orgatiizatioh or f odi^gHnizatioh biusiness. Examples of such 
costs, are incorporation fee, attorneys foe, fees to promoters and organizers 
and costs of Raising capital.- These costs arc unallowable ♦ (See also 
15-^04.19) • ' ^ - ; ^. . ' 

15-204.26 0THcK^3ySI NE33 EXPENS ES. Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings, proxy 
solicitations, preparation and publication of annual reports to shareholders, 
preparation cxid submission of required reports and forms to taxing and other 
regulatory bodies and Iftclderttal cdsts of directors and committee meetings. 
The above listed costs are allowable ' when incurred in reasonable amounts in 
accordance with the contractor **s dstablished practices and are allocated on an 
equitable basis to all classes of work. The above and similar costs are allow- 
able when incurred in reasonable amounts. 

15-204*27 OVERTIME. EXTM RIY SHIFT ilND MULTI SHIFT PREMIUMS . This item 
consists of the premium portion of overtime aafi shift payments to employees. 
Such premiums may be classified as either direct or indirect labor costs, Iwt 


1523 

the omoiint thereof should be separately identified in either event. When 
tre.?.ted as direct labor cost, overtime and shift premiums should not be included 
in the base for distribution of overhead. Cost of overtime and shift premiums 
are allowable oiily to the extent expressly provided for in the contract or 
otherwise authorized by the Government. See iiSPR 12-102 for further information 
concerning the policy regarding such authorization ♦ The amoxint of overtime and 
shift premium cost charged on Government contracts shall be. equitable in 
relation to the amount of such costs charged on non-<jovernment work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the inciarrance of the cost. 

15-204.. 28 P4ITENT EXPENSES. Included in this item are all costs loading to the 
issuance of patents > as well as the cost of infringement investigation and 
litigation^ toortization of the cost of purchased patents owned by a contractor 
applicable to products or processes covered hy a contract are allowable when 
approved by the contracting officer. The cost of . research and development work 
leading to patents is treated in subparagraph 15-204-«37. These costs are 
unallowable except for the cost of preparing required disclosures and of 
preparing assignment and other papers in connection with the filing of a patent 
application for the Government. Charges for the use of patents where the 
Government has a, license or the right to free use thereof are \inallowable • 
15-204.29 PENSION AND RETIREMENT PLANS 

(a) As used herein, a pension or retirement plan is a plan which is 
established and maintained by a contractor primarily to provide systematically 
for the payment of definitely determinable benefits to his employees over a 
period of years, usually for life, after retirement. Such a plan may include 
disability, withdrawal, insurance or siirvivorship benefits incidental end directly 
related to the retirement benefits. Retirement benefits generrlly ere mecsured 
by, and based on, such factors as years of service end compensation received by 
the employees. The determination of the amount of retirement benefits end 


contributions to provide such benefits ere not dependent upon profits. Benefits 

arc not definitely determinable if funds arising from forfeitures on torminetion oi 

— ■ ~ - — ^ — — 

service or other reason moy b 8,ji5£d^ provide increaged benefits for the rer aeinini 
part icipants inste a d of being used to reduce the amount of contributions by the 
employer, A plan designed to provide benefits for employees or their beneficiaries 
to be paid upon retirement or over a period of years after retirement will be 
considered a pension plan, if, under the plan, either the benefits payable to 
the employee or the required contributions by the contractor can be determined 
actuarially. 

(b) Pension and retirement plans which are subject to the approval 
of the Internal Revenue Service must have been so approved prior to consideration 
by the Mlitary Depcrtmentj however, approvcl of the plan by the Internal 
Revenue Service does not necessarily assure acceptrnce by the Military Depart- 
ment. Consideration of the pirns will be the responsibility of the Deprrtment 

to which audit cognizance is assigned and the subsequent action trken by thet 
Department will generally be accepted by the other Deprrtments. In ccses where 
the Internal Revenue Service withdraws approval of a plan, cimounts rllocated 
to contract costs will be withdrawn accordingly. Where pension c-^nd retirement 
plans of non-profit or other tax-exempt orgcnizations arc not required to be 
reviewed and approved by the Internal Revenue Service, it will be the re- 
sponsibility of the Department to which audit cognizance is assigned to give 
consideration to the acceptability of such plans, 

(c) The costs of acccptc.ble pension and retirement plsins, which are 
properly deductible from taxable income are allowcble except as otherwise 
determined xinallowable under this' parr.graph. Costs of acceptable pension and 
retirement plans established by nonprofit or other tax-exempt organizations 

are also allowable except as otherwise determined under this paragraph. 
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(d) Pension and rotircinent costs constitute a part of the total - 
conipensation a contractor to the individuals . covered the plan, and 
accordingly, are subject to the provisions of this section with, respect to 
reasonableness of the total coiipensation paid to the individual for the Borvicos 
rendered. (See 15-204.^7) 

(e) . The carryover provisions of the Internal Revenue Code with . 
respect to contributions under pension and retirement plans shall not be 
recognized for the ptarpose of determining allowable pension and retirement 
costs. under Ciovernment contracts. 

(f ) Credits which arise under pension plans from various sources^, 
such as dividends and cancellation of. employee benefits which have not vested 
at the time of termination of their employment, mast be taken into account in 
an equitable manner in the determination of the allowable pension and retirement 
contribution. Special provision for these credits is usually necessary when 
the contractor's organization has substantially expanded for the performance of 
military contracts and there is a reasonable expectation that the employment of 
a large number of the additional eiiiployees will be terminated upon curtailment 
of military work. Under these circumstances, it will be expected that an 
arrangem.ent will be made which will result, as nearly as may be practicable, in 
the Government's receiving the benefit of these credits to the same extent as 

it originally participated in the related costs. There are two general methods 
which may be used, individually or in combination, in making such arrangements « 

(l) A lump sum or percentage discount (of current pension 
costs) allowance negotiated and agreed upon in advance. Determination of 
such allowance is not often an actuarial problem involving a calculation based 
upon known factors, but rather is an attempt to reach a negotiated agreement 
as to various uncertain or variable factors in a complex situation. 
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(2) A retrospoctivG doterrdjiation at some time in the future 
when a more accurate estimate can be made lay virtue of experience which may 
have developed. Until such detennination, current costs, which should be net 
of cxorrent credits, may be allowed provided an appropriate contractual agreement 
can be reached which reserves the Government's right to futurO credits • Such 
recapture provisions will vary in the extent £ind duration of application and 
time of determination. For example, such provisions may be contract-wide. or 
contractor-wide and the determination may be made at termination of a defense 
contract or defense contracts, at mass loyoff of contractor's employeeis or at 
the time of substantial decline in proportion of contractor's total sales imder 
defense contracts* 

l^-20li.30^ .. DELETED , • - 
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l5-20ii.31 PL A.NT PROTSCTION EXPaiSES, This item includes the cost of plant 
protection measures such as vrages of guards, equipment of guards (uniforms ^ 
firearmes, etc.), burglar alarm systems, and fencing. For the purpose of 
contract costing, these expenses are devided into two categories, naiiiely, 
noriiial plant protection expenses and special plant protection e:'cpenses, Nor- 
mr-l.r)lant protection costs are allowable and are allocable to all wrk in the 
pla:it. Special plant protection costs, which term refers to an extension of 
the contractor's normal plant protection program at the specific direction of 
the contracting officer or other cognirr,ant Government aithority, are also 
allowaV.le and allocable to specific Government contracts requiring special 
protection. . 

l5-20lu32 PROFESSIOKAL SERVIGSS - LEGAL^ ACCOUriTIIJG, S^^GIHESlRIKG-i^ID OTHER .- 

(a) This item includes the cost of professional services rendered, 
whether performed by the contractor's ovm employees or by the members of the 
particular profession separately engan-cd. These costs generally are allowable 
when reasonable in relation to the services rendnred and are not contingent 
upon recovery of the costs from the Government/ 

(b) Factors to be considered (among others) in determining the 
allowability of- costs in a particular case are: (i) past pattern of such costs, 
particularly in the years prior to the award of Govemrient contracts j (ii) the 
iiTipact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's o\ra organization- 
Civ) the nature of any conflict of interest -Aich may e:d.st between the con- 
tractor and the U* 3. Government J and (v) whc=ther or not the proportion of 
Crovernment production of the contractor's total production is such as to in- 
fluence the contractor in favor of incurring the cost, particularly wlicre the 
services rendered are not of a continuing nature and have little relationship 


to production under Govemnient -contracts. Retainer fees to be allowable must 
be. reasonably supported by evidence of services rendered. 

(c) Professional services relating to patents are subject also to 
the liiTiitations provided for in paraj-raph l5-20k.28. 

15-20). . 33 PROFITS AND LOSS ES DISPOSITI ON OF PLAIIT, EQ UIE IS^T Oli OTIiER 
CAPITAL ASSIlTi; , Included herein arc gains or losses of any nature arising 
frora the sale or exchanR:e of plant, cquipraent, or other capital assets, includ- 
ing sale or exchange of either short or long terra investments. Profits or 
lessen on sale or exchange of capital assets, including investi-ients, i/ill be 
excluded in coinputing contract costs. 

l?-.20i4..3li RZ: COK VERSION EXPEIJSES . Reconversion expenses are those inc^.irred in 
the restoration of the contractor's facilities to approramately the sane phys- 
ical arrangement and condition existing iinmediately prior to comnien cement of 
the rdlitary contract woric and include the cost of . renoval of Government prop- 
erty. • . 

Reconversion expenses, except for the removal of Govciniment property, 
arc i:i-currcd for the benefit of fut'j.re production and arc, therefore, properly 
char.f;eable th.ereto. Accordingly, e::cept for the. cost of removing Goveminent 
property and the restoration and rehabilitation costs caused by such removal 
vriiich.arc specifically provided for in the con tract,' reconversion expenses are 
not allowable. 

15-201;. 35 IlECRUITIMG EXPENSE , This item includes the costs of "help >jantcd" 
advertising and the operating costs of an emplojnnent office necessary to secure 
cind maintain an adequate labor force. If further includes the costs of opera- 
ting an ec'xicational and aptitu^ie testing proj^ram, travel expenses of employees 
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while engaged in recruiting personne?^, and travel expenses of applicants for ■ 
interviews for prospective emplojmicnt. These costs are allowable. Where the 
contractor uses private employraent agencies, costs not in excess of standard 
coi-oncrcial rates for such services arc also allowable. Costs incident to special 
benefits or omoluments offered to prospective employees beyond the standard prac- 
tices in the industry are not allowable. 

15-201.36 RaiTALS OF ELAMT MTj E;.UIP::BiT . (including sale and leaseback of 
facilities.) 

This item includes expenses for (a) use of land, buildings, .?jid 
equipment or other personal property, and (b) rental expenses under sale and 
Icase-brick agreements inaarred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies) or to private inves- 
tors and concurrently leasing back the same facilities on long term leases. 

(a) Rentals of plant and equiptr^ent under (a) above, if the rates 
are reasonable in light of the tyT:)0, condition, and value of the facilities 
leased, options available, and maintenance on other provisions.. 

(b) Rentals specified in sale and lease-back agreements are allow- 
able only to the extent that such rentals do not exceed normal costs (such as 
depreciation, taxes, insurance and maintenance e^q^enses) >jhich would have been 
incurred had the contractor retained legal title to the facilities. 

15-20I-.37 RESEARCH AMD DEV EL QHia JT, Research and development expenses (some- 
times referred to as general engineering expenses) for the purpose of contract 
costing are divided into two major categories, (i) product research and/or 
development and (ii) general research. 

(a) In the first category are included costs for design, improve- 
ment, and utilization of a particular product or product line. The allocnble 
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portion of these costs are allowable uiidcr cost-reimburseinent tj^e production 
contracts vjhere'the research is reasonably related to the end items being 
purchasc3d under the contract. These costs are allowable under cost-reimburse- 
ment t:7r;.e rest:arch and development contracts, only to the extent that such ■ 
costs are diract?wy chargeable to such contracts • 

(b) In the second category, are included- costs of all research 
other than that described in subparasraph (a) above^ Reasonable .costs of 
general research wich are not othcrvjisc reimbursed are allowable under cost- 
re iinburscracnt type production contracts. Costs of general rcsOcTj-ch arc not 
allowab].G under cost-rrimbursoment type research and development contracts, 
unless specifically provided for in such contracts, 

"(c) • Research aiid development costs, regardless of the nature, which 
v/ere incurred in accounting periods prior to the award of a particular mili- 
tary contract (including amounts capitalized in the costs of patents obtained) 
shall not be allocated to that contract* 

15-20)4.33 ROYALTY PAY?:ErJTS > This item covers amounts paid for the right to 
use patents^ Where, the use of such patent is necessary for the proper per- 
formance of the contract and v;here the Government does not already have a 
license or other right to use such patents, the royalties are allov^able to 
the extent expressly provided for elsewhere in the contract or otherwise author 
ized by the contract officer. 

15-20U.39 S EU.ING AKD DISTRIRITIOm EX?5:;s:^S , Tliis group of expenses includes 
the costs of marketing, sales engineiring, sales promotion, salesmen's and 
agents* compensation, and other related expenses ^ It also includes costs of 
advertising, bidding, outbound trajisportation, entertainment^ service and 


warranty which are specifically covered elsewhere in this part. 

(a) Generally, selling and- distribution expenses are not allowable. 
However, there frequently are cases in which expenses in this group rels^te 

in whole or in part to contract negotiation and administration and technical, 
consulting, and other services of application and adaptation of products to 
the use and requirements of the Government. These costs are allowable when 
properly allocated. 

(b) No fee, commission, percentage,, or brokerage fee shall be allowed 
as a contract cost, which violates the provisions of paragraph 7-203.20. 

15-2014.UO. SERVICE MP WARRANTY EXPajSES . This item includes such costs as 
providing service in installation, training personnel in the use, operation 
and maintenance of the product, correcting defects in the product, replacing 
defective parts, refunds in case of inadequate performance and other related 
costs* Actual costs to be reimbursed to the contractor will include such of 
the fore-going costs as must be borne by the Government under the clause of 
the contract entitled "Inspection of Supplies and Correction of Defects" 
(See paragraph ASFR 7-203#5)* 

l5-20ii.Ul SEVERAI\fCE PAY . Severance pay, also commonly referred to as dis- 
missal wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers vjhose employment is being terminated. 

The cost of severance pay is allowable only to the extent that, in 
each case, it is required by (i) law, (ii) employer-employee agreement, (iii) . 
established policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment. 
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For contract costing purposes severance pay is divided into two 
categories as follows: . . 

(a) Hormal Turnover Severance Pay » The cost of severance payments 
arising from normal severances should be allocated to all classes of work 
being performed in the contractor's plant at the time of payment. Where 
the contractor provides for ^cruai of normal severance pay such method will 
be acceptable if the amount of the accrual is reasonable, in light of payments 
actually made over a representative past period. 

(b) Mass Severance Pay . The . cost of .abnormal or mass severance pay 
actually made upon cessation of work when there is no. reasonable prospect of 
continuing employment on other work of the contractor is alloi^able^ The 
araount allox^able shall be determined by assigiing 'the to^ cost to the period 
in which the severance pay was actually earned and equitably apportioning such 
cost to all business of the contractor performed during that period. 

A reservation in the final release of claims (see AS PR 7-203. ii) may 
be made in the case, of completed cost-reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract must be made 
in the future. 

l5-20l4#U2 ' SPECIAL TOOLING . The term "special tooling" means property of such 
specialized nature that its use, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges,, and special test equipment. The cost of special tooling, \Aien acquired 
for and its usefulness is limited to government contracts, is allo\^able and 
will be "charged directly to the government contracts. When such special tooling 


is acqxiircd it shall be subject to the provisions of the contract clause set 
forth in paragraph 13-503 entitled "aovernment Property" and to the provisions 
of Appendix B, ASPit, applicable to aovernment-oirmed special tooling. The cost 
of special tooling uhich is useful under both cSbvemincnt contracts and other 
work of the contractor is allowable when properly allocated^ 
lg-20l;,li3 STRUGS Ai^^ LOCKOUTS, EXPSTSES OF . The situations and conditions 
surrounding strikes and lockotits are so varied that it is impossible to estab-* 
lish a general principle providing for allowance or disallowance of costs in- 
curred during such occurrences* Each case must be considered on its own merits* 
l5-20u>UIi TAXES. Taxes are charges levied by a government unit* They do not 
include fines and 'penalties except as othenjiso provided herein. 

(a) In general, taxes which the contractor is requiired to pay and which 
are paid or accrued in accordance with :-'enerally accepted accounting principles 
are allowable, except for Federal income and excess profits ta^ces; taxes in 
connection with financing, refinancing or refunding operations (see paragraph 
15-20/;. 19); and special assessments on land v/hich represent capital improvements. 

(b) Taxes i/hich are believed to be illegally or erroneously assessed 
against the contractor, may be allovjod as a cost of work performed, provided that 
the contractor; (1) promptly requests instructions from the contractinj^ officer 
conceri"iing such taxes; (2) agrees to ' comply with such instructions; and (3) if 

so directed by the contracting officer also agrees to take all necessary action 
in cooperation with and for the benefit of the Government, to determine 'the 
legality of such assessment or, as the case may be, to secure a refund of such 
taxes and any interest or penalties thereon. Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost, iieasonable expenses of any ' 
proceeding instituted by the contractor at the direction of the contracting 
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officer to determine the legality of such an assessment or to secure a refund of 
such taxes, interest or penalties for the benefit of the Government, shall also 
be allowable as costs # 

. (c) Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs, absorb the 
costs 01 taxes, interest or penalties* If at the tiiae the refund is receiyed by 
the contractor, no defense contracts are being performed, the amount otherwise 
to be credited to contract costs shall be paid directly to the siovernmcnt^ • 
1 3-20l|. TiU-DS, BUSINESS, AND PROFESSIONAL ACTIVITIES ' 

(a) riemberships # This item includes costs of membership in trade, 
business, and professional organizations and such costs are allowable when in- 
curred in accordance vjith the. f ollov7ing standards: 

(i) Memberships are consistent with the established practice of 
the contractor, particularly his practice prior to the av:ard of Lrovornment con- 
tracts. Ho'-Jever, if the nature or volume of the contractor's production had 
been altered significantly by uovernment contracts, departure from the prior 
program may be justified* 

(ii) VJhen the organization is a local onej is primarily for 
trade, business, or professional purposes; and membership would be expected of . 
all similar business firias in the business community. The costs of social, 
cultural, or recreational activities of such organizations are not allowable. 

(iii) If the organization is regional, national or international 
in scope, membership therein should be held by a majority of like firms in the 
same industry. 

(iv) The costs must be reasonable.. In determining reasonableness 
of particular membership costs which appear to be excessive, a review of the 
nature 01 the activities of the organization may be necessary in order to reduce 
the allowable portion of the contractor's membership costs to an amoiint which . 
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would, in effect, exclude a contilbution to lobbying or public relations activities% 

(b ) Subscriptions > This item includes the cost of ' subscriptions to* 

which 

trade, business, professional, or technical periodicals . or services/are allowable 
when incurred in accordance with the contractor's established practice and the 
costs are reasonable in amount* 
15-2QU.U6 TiCAININLr Ii^Pi:j^SES > 

(a) This item includes the costs of preparing and maintaining a pro- 
gram of instruction designed to increase the over-all effectiveness of employees. 
Included are the costs of the director of trainin^^ and staff, training materials 
and text books when the training prograjn is conducted by the contractorj and tui- 
tion, fees, training materials and text books when the training is in educational 
institutions. 

(b) Such costs which are limited to training for specific jobs in the 
plant are allowable when properly allocated. 

(c) Such costs for educational advancement will not be alloi-jed except 
in scientific engineering and technical fields related to the contractor's busi- 
ness, and then only if it can be established that the value thereof to the indi- 
vidual employee was equitably taken into account as a part of the total compen- 
sation of the employee. (See paragraph 15-20U.7) 

l5"20U>li7 TR AN5?atTATI0N iJXP^NSES . Transportation, expenses include the cost of 
freight express, cartage and postage relating either to goods purchased, in 
process, or dolivcredt 

viJlien such costs Ccin readily be identified with the items involved they 
may be directed. coated or added to the cost of such material* (See paragraph 
l5-20li.2u) ihere identification x^rith the materials received cannot readily be 
made, inbound transportation expense may be charged to the appropriate indirect " 
expense accounts, provided the contractor follows a consistent procedure in this 
respect. Outbound freight,- if reimbursable under the terms of the contract, should 

i 

be. treated as direct charges* 
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l5-20J;.i48 TRAVEL EXPENSES^ This includes costs of trcnsportation,-. lodging, 
subsistence end incidental expenses incurred by contractor personnel in a 
travel status while on official company business. 

(a) Travel expenses: incurred in the normcl course of overall 
administration of the business and applicable to the. entire business are allow- 
able when properly allocated, . , 

. (b). Travel expenses directly attributable to contr:ct perfor- 
mance may be charged to the contract in accordance with the principle of direct 
costing. 

(c) Subsistence end lodging including tips or similr incidentrl 
expenses may be reimbursed either on an actual or per diem basis. The bcsis 
selected should be consistently followed. 

(d) Costs of premium transportation may be allowed when it is 
shown to be necessary to performance of the contract. 

(e) Entertainment expenses are not allowable. 

(f ) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the Contracting Officer. 

l5-20ii.ii9 UNCLAIMED WAGES , Unclaimed wages are compensation earned but not 
claimed by employees normally ^presented by .pay checks not presented for pay- 
ment and liability to such employees or former CTiployees for siams left over 
from amounts originally drrwn for payrolls. 

Unclaimed wages, previously reimbursed to contractor will be 
reviewed at intervds end particularly at the completion of the contract to 
determine what portion of these unclaimed wages shell accrue as a credit to the 
contract or subsequent refund to the Government. 

Costs should reflect a credit for imclaimod wages based upon 
agreement as to the amount thereof reasonably expected not. to be paid 


i 
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subsaquont to the date of completion or settlement. In this event, all un- 
claimed wcgc liability rests witli the contractor. When such an agreement can- 
not be reached, the Govcrnmont will assume liability for payment of unclaimed 
wages and eliminate all allow one 0:3 therefor from reimbursement -to the con- 
tractor* 

\ 

\ 



^200 SCOPE eg* PARg . This part sets forth prtool^s sad stsndards for ths 

detensin&tioa and aUovanes ^ costs la Mnasetion «ith 008t«i«itibcffs<mit 

type oootraets ssd oost-Mliribiffsttaeat tgrps soibooBtrasts tberavnder for pm* 

etffCBBeot of 9vpitkl»s, ssrvieas^ sad rssear^ unS dsvelQipDaKt wosk vltli 
eecBs^reial ori^iii^atiQas sod with sMs^i^proflt lastitatleitf fcsviaig 
oosBsereial Vps seeoundbing iQrstemo 

15.201 BASIC PRIWCIPLES AMD SaUlDAHDS . 

(a) Coapositioii of Total Co8t» The total eost of a eost-rstibarssBniit 
t^ eo&traet Is the not si» of (i) ths sUovSbls dlrset oosts^ (11) the 
pn^erly alloeable portloo of allmfflMs iadlrset oosts sad (ill) ^ p l l oabl e 
ineons sod ot^tsr oreditso 

(b) FactoCT Affecting Allowability of Coetsa She f setoffs to h9 eoo- 
eidered in deteminlng the alloirabillty of costs intiUide (1) reasoaablenessp 
(11) application of generally aeoepted accounting prlnelplss cod praetioes* 
(Hi) exexeise of good business jod^raot in inennraBOS of soat snd (It) any 
lioitatioos as to types or snoimt%of eost Itsas set forth in this Part 2 of 
Section X7 or othemiee iBOlnded In the oootrset* Failnra to aaatlOB ai^ 
item of cost in this part Is not Intended to inply that It is eitter sUssibla 

or not aUoHablSo . .^;;/;''^":''-?V'"/r/..r--«.^C. 

(e) CreditSo The appUeable portion of Ineone and other eredlts vhioh 
are related to ai^ elloired edit eiU be credited to the QovemnsBt either as . 
a redoetlcn in eontract ooet or bjr a M#h refead* as spproprlste* % ; 

(d) Contractor's Ac^oaBtins Systen^ The reqalniaBBts ecmeralBS 
record keeping and 9ppconl of the contraetoir*8 aceoontlag preosdur e s sad 
praetieea are eet forth la the "fiecards Clanse" (See ASPS 


1^202 DIRECT CCglS . Subjeot to tlw provisions of paragraph 25-20i» aUonw 
able dlreot costs are those itoBS of eost^ » aggr^te theroof » whioh can be 
identified speeifioally with any dbjeotive^ serTice* proeram or project under 
the eontraot and are ohargeable directly thereto* Kajor items of eost readily 
identifiable with the oontrBet or with other woriE of the eontraetor ahould be 
charged directly thereto. Ihi^ principle nay often be appliedble to such 
elements of eapease as frei^^t^ trenrely ooaBBonieatieost englAeerlng serviOM« 
ete»« as well as the nomal items of naterials and productive Ubor* However* 
it Bust be applied consisteotly to the costiog of both defense and soo-dafense 
products or servlcesj, when the contractor is oogaged in nixed prodnction* in 
ordor to produce equitable results* Hhen the accounting e^ense of ^ULrect 
costing of aittor itma would eoeoeed the resulting hmetXtm, Indivldiial itens* 
oth^nriee allowable as direct costs» nay be treated as indirect eaq)eQ8es« 

15-262*1 DIREgT MAmiALS « Ihe Cost Of dlreot naterials includes the cost 
of itoBS purchased, siqpplied, nanufactnred or fabricated, vhieh enter directly 
into the end product or imioh are used or consuned directly in connectica with 
furnishing such product* f 

15-202*2 DIRECT LABOR * The cost of direct labor Includes salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
f omance of the contract or other work of the contractor* It nay also ^n^l^ ft 
other associated costs such as payroll taxes and woxknan's caq>at8atlcn insure 
anee, where it is the established practice of the contractor to tract these 
items as a pturt of direct labor coctiB* 

35-202*3 OTHER DIHBCT COSTS * Vhere other item of cost are charged directly 
to the ocntraet Consistent with paragraph 15-202 tibove« the contractor nust 
dfiaonstrste that tiny are cpeCifically related to the perfotnance of the coo- 


traetp When^ hmerer^ items ordixuurily ehargefiible as ijodirect costs are 
charged to a Uovemment contract as direct costs^ the cost of similar itoiis 
applicable to other vork of the contractor mcuet be dliminatc^ from indirect 
costs allocated to the cootracto 

15-203 irroiRECT COSTS ^ 

(a) Indirect costs are ao^enses which are ixicurred f or ccsmaon or jdnt 
objectives^ are accumulated for accounting purposes bgr departmental activltgr 
or other logical cost grouping and are charged to the contract asd other voxk 
of the contractor by a process of allocationo i£ach element thereof is subject 
to the limitatioxis of this part as to alloif^tbilityo 

(b) No specific rules can be stated as to the me^ of 
indirect costs because the actual condition in each instance must be taken 
into account in detendjiing the most suitable method or methodSo Ihe objective 
should be the selection of a method or methods which will distribute the iz^ 
direct costs in the fairest and most equitable manner posi^Lblso The method 
used in connection with Qovemment contracts aust^ in order to be acceptable^ 
conform irith generally accepted accounting practices^ be applied consistently^ 
and produce equitable resultso Aqy significant change^ stsch as in titie natura 
of the business^ the vdume of sales^ the vdme of productlcn^ manufaotorlDg 
processes^ or the products being produced^ may require reconsideration of tbe 
methods previously in use to determine whether th€Qr contim:^ to be equitabloo 
Fxurther discussion relative t4|j^^allocatiCQ of the individual categwies cf • 
Indirect costs will be fouxui in the subparagraphs bdowo / / - . 

.I5«203ol INDIBECT MANUFACTORIMQ AMD PBODIJOTIOM EXPBaBES o In^^ 
turing and producticm expenses consist of costs whi^ are necessary to the 
productive process as a whole and are not readily i^ubject to treatment as 


direct cokts In accordance with paragraph l5»202o Allocation of indirect 
manufacturing and production expenses on a time basia^ such as direct litbcr 
i&an»hcurs or zoachine-hours^ is a loethod which generally produces accuz^^ and 
equityo Other acceptable bases^ in appropriate circuznstances^ include direct 
labor dollars (exclusive of o^ertiae premiuia)^ units processed and prime costs 
of units processedo In some instances^ it loa/ be neceasasy to departsientalise 
or establish cost centers in order to distribute equitably the indirect costSo 
The factors to be considered in determining the extent of departamtalis&atlW 
or establishment of coist centers include variety of products ^ cossplexity of 
processes &Qd relative labor and facility requirements for the various products 

I5*203o2 DiDI RECT EHGINElsaiNtt EXPENSES > Indirect engineering ttq^enses ccsk 
sist chiefly of engineering administrative expense and general stpplieso These 
expenaes arise out of engineerixig activities which iAclude product design^ 
tod design.^ experimental development^ manufacturing and production develop* 
ment^ layout of production lines^ detexiDination of macdiine methods and related 
blueprinting and draf tinge 

Indirect engineering ex^pnses should be allocated to the benefited 
activities^ i«eo^ the contract and other w<»rk of the contractor on the basis 
of direct engineering man-hours expended^ direct engineering labor dollars^ > ; 
or other equitable basis* HOTBs Direct costs of engineering activities should 
be charged directly to the benefited activities^ i«ee» the emiti«et atid othop 
work of the contractor in ac&danee with paragraph l5->202» "l- ' . 

l5->203o3 INDIRECT SELLIMO AMD DIST&IBUriOM EICPEMS^. The expenseB la thla ~ ~ 
groiQ) consist of items which represent the cost of marketing the contractor's 
products and incl ud e sales promotion^ advertising^ distrlbutioo costs and 
other related Itemso Oenerally^ such expensas are not considered to be \ 


allocable to Goverameat cost-rainibtirseffient type contraets for the x^asoa tiiat 
narketing. In the ordlnaiy cosoaercial eense^ is not neoessfixy for doing Imsi- 
ness with the Govemaento However, in 8<»De instancesy depending tq>on a 
shoeing of benefit to, or necessity for, the perfonaance of the ocntract, saae 
«q>ense8 vhieh ordinarily are ineludetd in this group aay be deternined to coo- 
stitete aliowsbie costs* Becatee of the special problems that arise in this 
area, it is usually desirable for the contractor to identify in its records 
hy means of subaccounts or othenrise, the items of these e^>enses considered 
properly allocable to 'Jo7eruBent coitractSe 

l^-203oU muiML MT; mmiSTmv^^ EXPSNSES. General and adudnistrattTO 
e^enees consist of costs incurred in the overall management, stq>erviaiaa and 
conduct of the buaineas. toy recognised method of allocating general and 
administrative expense is acceptable provided equitable results are thereby 
oi^tsinedo Som o* the gez^rally recognised bases are as foUorat 

(a) Total costs incurred (exclusit'e of general and administrative 
expenses, but iucXuding materials purchased)* 

(b) yactozy input (charg^ to work in process or equivalent accoonts). 

(c) Cost of goods aanufactwedn 

(d) Processing costs (direct labor, plus direct aad indirect produo- 
tioi costs, aacolusive of direct material)* 

(e) Cost of saleso 

(f: Sales* . . ' v:' U'=v.-'- 

iUttong the factors that should receive consideration la detezoining ifhetb«> the 
results are ecpiitabla are (i) the cost pattern of the Qoreronenb oontzvcts 
(that is, the percentage of the total cost of the contraot, exclusive of 
general and adainistrative ea^enses, represented by each of tlM several cost 
conponants' tbei*eaf ) in relation to the cost pattern for the plant or activity 


&6 a vhole« and (il) the ultijaate objeotlva of diatrlbutiOQ of theae ezpeDsea 
in ^prosdaiate ratio to the esawal and administratlvo effort inrolTed In the 
tvo eateg<»rle8 of woilt* 

The "total oosta incurred" baaia will usually reaxilt in an equitable 
dlstribntiOQ of e:q>«i8e where the coat elenmts whioh nake up the baae are 
representative of all aetivitiea whioh require general adminiatrative and 
aupervising eff ort« The "aalea" basia ia uaualljr not equitable whex« there 
ia a diatorting profit f aotor and the ooneurrenoy of aalea with produetitm 
▼aries between Qqg e maent and eonaereial prodncta* In the eraluation of theae 
and other metiioda, eonaideration ahould be given to any aignif ioant variatiooa 
of inventories between aecounting perioda^ variatioi» in the ratio of oootraet 
inventory levels to all other inventozy levela^ and aqy other relevant factors 
such as those mentioned in paragraph 15-203 (b}o 

l5-203o5 BASS PERIOD FOR ALLOCATIOM OP INDIRECT EKPEMSBS , The baae period 
for allocation of indirect expenaea ahould approxinate the period of ooatraot 
perfomanee or ahould be repreaentative of that periode The baae period 
ahould be sufficiently long to avoifl ineqnitiea in the aUocatiea of eoatso 



o 


0 


J 


20 iivil 


/ 
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S0&JEC7} Case $3»i(U - fievisioa of SeoUao X7 


lo Za acoordaaoe vitb paragraph 6 of the ASPE nlasties of 
2/9/Sh, this SuiKtaanittM bse j^roooeded in tA« redMifttas 

2e SuboonndttM has rcwrittea and ospaadtd the iatro» 
duetory naterlol in P«rt 2 of the Sectioa* A oopgr of Uiis effort 
ifi Attaohed* While eoasidezoble tixto has hom eocpeadad in dsraCtixtg 
this introdncUsy naterlaX^ it should be noted that an^ of it vUl 
ftppesr in ^ introduction of eutoeeqwrnt Pert8« Fart 1 has been 
reserved sioee It is iatrodoBtocy and cannot he writtao p goparly 
until all other Parts ba:v'e been retrisede 

3o Pursuant to the HeNeil-«iS>8ter affroeBtent of Ifl/Skt ths 
ASPB Cffioaltteo and the Office of the Comptroller vara dlMoted to 
Tindertak« certain wok^c oimourrentl/ **vi.Vsi a suffioiaat iBtcrtiwoge 
of ideas to incoirporate all basic principl<»"« Ihis pr^rsss rs* 
port is svitnitted so that tho ASPB ComsdLttee can oosq^ the 
direetiozka 

Us The Stdl>eanoBKLttee is aotively proceadine with the Section 
nr revisioa ooa a ooo-'day-«-«e^ aeetiag basis* 


Ho B» OftLLOP 
Qiainaan 

Seetioa Z7 SabeonUte* 
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lEimUOT for: CHAlRiiAN, ASPR COMTTEF 

subject: Proposed Section XV of ASPR, Draft dated Nayember 1953 

X. T.. .^ersi^ned .embers of t^e f^^^.^ '^VJ^^'X^o^ 
Su^ocommittee view with a?P'*^«sJ°J,!S^|i!^^nScL our judgment 
posed Section XV upon the area f .^f ^^^^Sl Saf sets it apart from 
and experience, has required special treatme^ ttxa^^e s 

otiier elements of the procurement P^°«f^^;. y^tXf S ^PH were all nrd 
the Joint Termination Regulation, ^^JhtasL^but^/^ demoted 

pared along a brCad bac::ground J^^J^^^^J^^fo^! The preliminary 
Lclusively to the specialized ^"^^ the Subcoriunittee 

examination which we .^^fnot ^deSmtSy cover tlie necessary 

in that the proposed ne^ Section 
provisions of the present Section VHI, Part 4. 

objections to this draft. 

Albert Alberi, Air Force 

Albert Komblum, Ilavy 

Lt, Col. Brooks C ft?eacher, Army 

BROOKS C. PREACHER, Lt. Col, GS 
Chairman, Section VIII, Subcommittee 


fiB DEPARTl-iENT OF DEFENSE USE ONL^ ' 
' • • ; : ..... .1 December. 1953 

IffirlORAITOi FOR CHAlRl>i/lM, ASt^ COi-rilTTEE. • 

SUBJECT: Case 5>U4> Revision; of Parts 1, 2, 3 and I of Section XV 

1. Attached are drafts of Parts 1, 2, 3 and. k of Section XV which have 
been revised in the light of the coimoents received ..fl'om tjie var?.ous echelons 
of the ililitaiy Departments ^ 

2^ Set forth below are the issues developed at Subcoiranittee meetings, 
which represent, except for Comment "I", the unanimous views 'of-tlie Subcom- 
mittee versus those of the OSD Comptroller's representatives^ The OSD 
Comptroller representatives will present their views separately^ In. those 
instances in which the Subcommittee recommends deletion in the attached 
text, the material in question has been bracketed [^J^o that it may be 
more quickly identified^ • ... . , 

p,^ Para^ 15-101 (a) (See page l501) - The Subcommittee" recomraends 
deletion of the second and third sentences^ 

T he SubcoH-.iittee position is that the substance of these is not 
questioned, b^t their ■:rcGoncc.in tnis Regulation \nXl unduly delay negotia- 
tions by inviting unnecessary requests from contractoriS for special treatment 
in the contract which mght not otherwise occur or be required. Furtherraore, 
utilization of specific contract provisions to cover unusual circumstances is 
standard, procurement practice which obviates the necessity for reference to 
such practice in this Section. 

B. Para. l5«>101(b) (See page l501) > The Subcomridttee members be- 
lieve that the text, in its present wording, requires that Part 2 of the pro- 
posed revision be incorporated in all cost-reimbursement type, contracts.^ It 
is felt that this is inappropriate with respect to contracts with educational 
institutions in that subparagraph 15-202 (e) of Part 2 has no application to 
contract costing with such institutions and would, therefore, create confusion 
and misunderstanding. It is believed that there should be a separate part 
of Section XV devoted entirely to costing of contracts with educational or 
other non-profit .jmstitutions which do not use commercial cost accounting 
systems. Wording which would serve to give effect to the foregoing is as 
follows: 

n(b) Cost-Reimbursement I^ype Contracts . Cost estimates shall 
be developed and evaluated, and reimbursements to the contractor 
for costs incvj-red shall be determined, through the application of 
these cost principles and standards. In the case of prime contracts 
with commercial organizations, and with educational or other non- 
profit institutions which have, commercial, type cost accounting 
systems,' Pa!rt 2 and Parts 3i U and 5 (as appropriate to the type 
of work called for by the contract) shall be incorporated therein 
by reference in each instance. In the case of contracts with educa- 
tional or non-profit institutions, which do not have comr.iercial type 


cast accountinr C7ctu:j3, Prxt 6 Gl.rll be incorporated therein by 
reference in cr.cn iiiotance^ All coDt-a?ci:-i)iu:se:,.cnt ty-.o subcon- 
tracts slXwU incorioorr.tc by reference the appropriate Part or Parts 
of these cost principles and standards, depending upon the nature 
of the i^ork called for in the subcontract and the type of organiza- 
tion with which the subcontract is lett Foir the purpose of deter- 
mining the appropriate Ftot or Parts to be incorporated by reference 
in cost-reimburseiaent * type*, subcontracts the criteria herein outlined 
for cost-reimbursement type prime contracts \Jxll be applicable^" 

The above text contemplates assignment of Part 6 to Cost -Principles and Stand- 
ards dealing with educational- or other non-profit institutions. Diese comments 
also apply to paragraph l5-101(c)« 

C. Para^ l5-10l(c) (See pages 1501, l502) ^ This Subcommittee has 
previously submitted tliis issu6 for consideration on the substitution of^ a new 
paragi^aph (c) on page 1^02 for thfe one in brackets proposed by OSD Comptroller. 
The substitute paragraph not in brackets is the position of the ASPR Committee 
on this issue • • ' . ^ 

D. Para. 15-102.3 (See page l503) ^ The Subcommittee recommends dele- 
tion of the last sentence. 

The Subcommittee position is that this istatement is not^'apprJopiri* 
ate. for inclusion in cost principles as such and belongs more appropriately in 
Section in of ASPR. • 

E. Paraw 1$^10$ (See pages l505, l506) 

(1)^ It is recommended that the second and third sentences and 
the first word of the fourth sentence be deleted^ (See page 1$05«) 
The Subcommittee position is the same as for 15-102 0 3 above. * 

(2 ) The Subcomjiiittee recommends deletion- of /the lasA* ©entence. 
(See page 1506.) The Subcommittee position is that tliis last sentence 
'is an open invitation to contractors to conceal or withhold actual 
• product costs in favor of presenting only product line costs where it 
is to their advantage to do so. ASPR 3-101 provides that procurement 
by negotiation - 

■ . » '■ ". 

"will be made to the best advantage of the Goverment ^ 
price and other factors considered. Negotiation shall 
thereupon be conducted, by contracting officers and 
their negotiators vxith due attention being given to 
the following and any other appropriate factors: 

(a) Comparison of prices quoted, and consideration 
of other prices for the same or similar supplies or 
services, id.th due regaird to production costs." 

The reference to ^»or similar supplies or services" in the above quota- 
tion from Section III is adequate without reiteration in Section XV, 
to perridt use of product line costs when only such costs are available. 


2 


The sentence in the proposed ASPR l5*105, which is jrecoinmended for 
deletion, would •'^^^rriit an' option :ta the cohtractor which would be 
contrary to the best advantage, .of -the Government" in those cases 
in which iJie actual prodiicli^c^^^ and its inclusion 

"in* order not to impose inpractlqai req*aireraents on contractors for 
cost estiiaates" is considered to -be ..both dangerous and contrary to 
• existing fundamental policy* . 

' "F^ Para» I^'^IOS (See page 1506)' • The Subcommittee recommends dele- 

tion of the last two sentences and paragraph references^ 

The Subcommittee position on this recomriiendation is the same as 
that taken on Tar a. 15-lOHa} above • . . . , * 

G. Para. l5-106-| (See page l506) The Subcor.imittee recoiomends dele^ 
tion of tliis entire paragraph. 

The Subcommittee position is that this reference to the Internal 
Revenue Code should be deleted since (1) the Code was not designed for deter- 
mination of costs under contracts, (2) the Code is subject to constant change 
by laws, regulations, and court decisions, and (3) rjiilitary contract negotia- 
tion and adi;dni strati on personnel are not trained in .the intricacies of the 
Code nor do they have ready access to the Code or its revisions, or the time 
required to .keep up with the changes* 

P ara. 15-110 and 15-111 (See pages l506, 1509) - The wording of 
these paragrapiis places undesirable restrictions on the operations of the 
Liilitary departraents iii the conduct of their business* 

The Subcommittee position is that no necessity is seen for such 
restrictions prospectively nor are any past events knoim which would offer a 
justifiable reason for language more restrictive with regard to thie proposed 
Section XV than the treatment afforded the other sections of ASPR as contera- 
plated by the currently proposed re\dsed paragraphs on implementations and 
deviations in Section I of this Regulation* Moreover, the reservation to 
the Office of the Secretary of Defense for exclusive Judgment ^ to necessity 
and consistency as contemplated by paragraph l5-110(c) is inconsistent with 
past practices in matters affecting ASPR* 

I, Para. l5>31i;2(a) (See. page- l5l3) - The Subcommittee recommends 
that an assignment be made to the . Editing Subcomr;iittee to develop a standard 
contract clause whereby the Government may exercise its option on the pricing 
of materials and inventories at the date of Irfie contract in a manner consist- 
ent with this subparagraph* ^ , ; ^ • • 

J. Para. l5-311*2(c) (See pages l5lU-l5l6) - The Subcommittee recom- 
mends deletion of the paragraph in brackets proposed by the; OSD' Comptroller 
and the substitution therefor of a new^'p^agraph as drafted* .by "the Subcommittee 
on page i5l6* 

■ • t"--- • "• ■ . , 

The Subcommittee position is that its redraft has ttie desirable 
feature of emphasizing treatment of inter-company sales on the basis of cost 
to the transferor and of deeraphasizing any interpretation which might result 
in the pyramiding of profits* 
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Para, l5«313a3(d) and (e) (See pages l531j 1532). - The Subcoimidttee 
recoiiunends that the bracketed material in these two paragraphs be deleted. 

The Subcommittee' position is that the material vxhich it recommends 
for deletion would permit a contractor to elect the depreciation of assets on 
the basis of an appreciation in their value by reference, to "current price 
levels by the use of a general price, index." ..Such a cbficept is objected to 
for the following reasons: (i) it will result in an unwarranted additional 
cost in Government procurement, (ii) in periods of rising prices coiitractors 
will take the election of using current market index but- will resist its use 
in periods of falling prices, (iii) a substantial administrative burden is 
created for contracting. officers and auditors since current book values would 
never be static, and (iv) the concept is not generally recognized by the 
accounting profession. 

L. Para. 15-313,9 (See pages 1537-1539) • The Subcommittee recommends 
the deletion of the bracketed paragraph proposed by OSD Comptroller and recom- 
mends adoption of the revised paragraph on page 1539 as drafted by the Subcom- 
mittee. 

The Subcommittee position is that reconversion costs, except for 
the' removal of Government property and restoration and rehabilitation costs 
caused by such, removal, are incurred for the benefit of future production and 
as such should be properly charged only against future production and not.; 
against past production. Ihis is considered to be in conformity with commer- 
cial practice in that reconversion costs are. norrfially charged to the new line, 
of business rather than the one being discontinued. As applied to Government 
contracts this means Uiat we would pay the cost of converting the contractor's 
plant to our work but we would not pay for reconverting back to comiaercial 
work. It may be noted that at the end of I'l^JIl a definite stand was taken 
against allowance of these expenses - see the cost principles included in 
Appendix A of the Joint Termination Regulation which, under the category of 
excluded costs, reads as follows; 

(b) The expenses of conversion of the contractor's facili- 
ties to uses other than the perf orroance of the contract. 

The SubcomiiTittee very strongly feels that procurement should be accomplished 
on the basis of reasonable profits to contractors for the work that they 
perform in producing end products as being the. contractor's entire .considera- 
tion in entering into Government business as compared with remaining in 
commercial business and that the allowances for reconversion doSts should 
not be used as an inducement to contractors to accept government business* 
Moreover, on the basis of past unsatisfactory experience, it is known that 

such costs may run to very substantial dollar aiaoxints. 

*'♦..■ 

M, Para, lg-330»6 (See page 1559) - Ihe Subcommittee reconpends 
deletion of the bracketed material in "this paragraph,' * 

The Subcommittee recoranendB this deletion since it is believed 
to be inconsistent to recognize a cost policy for lower tier subcontractors 
which differs from that for prime contractors or their fjxst tier subcon- 
tractors. Further, many cases exist where-' prime- :contractors are also sub 
and lower tier subcontractors » 



3« Paragraph 15*3 50 (See pages 1563*1565) of tlie Revision contemplates 
the deletion of the e:>asting text of ASPR 8«U02 and the substitution of an 
appropriate crossipreference to the revised Section XV# .It is recornraended 
that the paragrapli be reviei-red by the Section VIII Coimiiittee* . 

km Since the Subcoinr.iittee effort was directed principally toward the . 
basic concepts of the proposals in accordance with the instructions of the 
ASPR CoriimLtteej the necessity for extensive editing is recognized^ 


J» iJL. Railing, Lt. Colonel 

R» 1I« Kee 

E. T. Cook 

A« Cf Sawallisch 

Tt Critchlow, Lt. Colonel 
A« Bm Thomas 
lit H# Gallup, Chairraan 


16 October 1953 


ISJiJORAKDffiS FOR THE CKAIRIi^J^, ASPR C0HJ-!rrXSl3 
SUBJECTS Cass $yhht Rerision oS SGction X7 

Ir: Thtz- Sizbconsaittes at-fcerideiS the ASPR Ooaaaittee meeting on 
OcloboT I3p 1P53 fflid was ttistricted (A) to revise the draft of 
l5"'101(c) to state tho uso ti^at xjill bs Bjads of Section iJtV by con- 
tracting officers in negotiating revised prices and (B) to draft s 
clause incorporating Section X7 in pr3.co redoteinination and incentive 
clauses <, 

2c With respect to problem (A), it 1b believed that tho Subconmlttes 
ip. i^3 basic agreeissnt t-jith the in tantioa of th© use vhich i^ill be nsde 
of S-sction X? by the contracting"of f icer under redetermination asjd 
_in:ier:tivG clauseco The problsa at th© subcorrx^itt©© level appears to 
be c choice of wordt; to properly cicpress that intozitioa so that there 
^•;i;Ll be no confusicsi in snyom's rdnd. It is not intended by in« 
corporatiou to piscc a is-.'sr in the. contractor's hands » It is con- 
to;ip:u.tGd that the; iriembors of this Subcoisraittes will be pi^sent at the 
3i9et:Ui£ to oKprecs ths-msslves on tMs mattero However, the .Chairaien' 
of tais S^ibcoranittes in an attexapt to alarifj the problera bolieves that 
eves-yoao agrees thst it is intsndasS that Section XV be used only as a 
i^jMfstie;!-; in evaluetiug the contractor's cost eotimates, and it is not 
3j.T<;'Anasd to us© it to establish the pricco Oi^ the original draft the 
vord '•cx'i.teria" appeas-e to avoid tho confusing phrase "as a guide" which 
mpaaTB xn the G:d.sting dopartars-ntaJ. instructions regardiijg the use of the 
prccsrro Section yjj ±n redotersairiatioh proceedingso The Winston Dictiona-"/ 
cerivicc ono mvQ "critcriozi" to r-san «a standard by which a correct 
:!uag?:2vve. can be foiTdsd,. R^asure- test.^i Set forth below is a revision 
oi. parcc j.i>-10xtc) idth three alternate second sentences: 

^ «l5"101(e) - eoEt is but one of several factors to be considered 
xu iiae neeo-oiation of pr3.ce or in negotiating settleisents in the event 
oi. cerfijiriStion for tl^e convoneince of the Govemiiffinto 

' considering coct data as a basis for 

ligJIHi^zEHiSS (as raqvired hy p£ragra»phs 15-103 and X5*101i) the co'et 
priricipies or standards contained in this section shall be used as 
Hi:i£2i^£2£ evaluation of cort data subrnitted by coatractorso 

mternate (5) - IvTien considering cost data as a basis for 
E£|°lt£H^visrequired by paragraphs 15-103 and 1^=10^) cost principles 
erici STiaiidinrds contained 3ji this section shall be used as criteria to 
g^£A^|_.p^?^<Sinc< officer in the evaluation of cost" 5ai a subi ii ied by 

Alternate p) ^Khen considering cost data in negotiations (ae 


rcquiz-ed by pm^agrephs 1^-103 ar.d l5-lQl), the cost prinsiplc-s anfi 
s-os2G&i'fts ccaataiRed in this section sfhall b© used as cri-toria to etdds 

jjiQ_cg^^ffling officer am tho ©valnatioa of cost da^Tsara^iSer^^ 

contrectofso 

Tiiia applies to pre-awsrd negotiations, negotiations during or upon 
coinpletlon of th© ccntrect, anC. isgotiations in fm event of termiPEticn 
for thG corr^reaie^oe of tlie QovGrnsisnto Aceojxiinsly, Part 2 and either 
ts^ J, I'., 5 or 6 (Ynicliever is sppz-oprietG to -the type of work called, 
for by the contraot; vjiil bs incori-joratcd bj-- roference in (i) -tte clause 
of every contract er.titlGd tGrstdjistton for the co nvGnience of the 
Go7en-?iGrit.. and (ii) in all price redotoKiiiRstion and incentive claueos. 
Suciu incorporation Brxsll further provido that such psrts t;ill be used ss 
Tine bGsis for ths ds^'elcpsont end suiisjisoioe of cost data by the con- 
tractor, » 

3c t^lth j^-8psc-fc to problsK (3). Subcosasittee draf ted the folloT»ing 
propcsce prc-i'isioa CKtEblxthinu the proper tene for incoi-poration. 
recogaxsxrig -that tho plecsEer-t of ths provision in cerlialn clauses 
tfiii. nccQseitate a proper introdvxition and revised wordingo The clause 
iigresd upsn is as follows: 

^ _ 'n^^onever cost di;ta ere rc-craixod by tills clause to bo sabiaitted 
_cj ;cac contractor, tl^. datr. subiiritted shall be dovaloped in accordc^nce 
.:.no ccao principles and standards set forth in Parto 2 said 

Ssrvi^^es Procurei^ent Regulation hereby - 
i.:Co.:-pO-a;;.-cct iieroin by raforencc for this puiposso" 


Chairraan, SubcosiBiittea on 
Section X7, /iSFR 


1 0ct6b8r 1953 


I-EI'lOPulIIDU- i FOR CEAIRI^K, ASHl Ca2-IimE 
SU3JSGTS .• Om3 $^4^ ROTisioQ Of SecticQ Z7 

^■^ IB^E^^ ^ Sectioa X7 SubcoEEittec is ensaged in e?ra3jaatim 
cps^as GviT^ various echelons of the IliHtayar DaiWo^nts with respect to 
tae drafts of Pssrts 1^ 2 sad 3 <sf Section X?. In ihie evaluation^ a Sior 



HBiab3i-s ead partioijian.tSj is set fca'th hsiijss 


, ^^ i£§S® Sasulxi Ssc'C3.on r/ proTidG for the Inclosicai of ths revised 
60=30 prxiifciplcg In co22trQ«t wife pmdsicn foi' redetsnsinBla.cm of prie-'^ 
CT' ea x?iesat-iv« dasise en & aaM£-«ory car eptioutai basie? . *- - 

5» 2i£S}gM-^5 Pez-sgrapa 15J°10X(c)., as ciffculatsd to the echeloss for 


ptDVzlGes' I'or^ the aandatcry inclmlon of. a refersace to Sectioa X? in 
pries red2tei-?3laatiE?n aad iisentdvo cifflusceo sacis paragraph ppovide^ 
SsofeLos xy was iacospcx'atsd in eueh dJSicso. liie folloaiag woald^ba 

«CoGt is but eae of eeveral factors t© be considered in ttie 
aagotxat-ion ot prices « « e » . . o . o xn conaiderisjg cost data as e basic 
fos.-' ssgotiai>5jC2i£ the cost priffisxplee and standards coatcir^d ia this 
Seciiioa shall b^ used as eriteris for the €J?a2siatiffij of cost data 
siib22i.U-ed l^^ contractors o e o o e*' 

It ifcp ciKitss^sted bg- tae Subcoacdtt©© that an appropriate provision, incor- 
prrapxfig p9 substiaae© of the aborc quotation^ would be developed for ladasicKt 
xi: aij, pi%i.es rederfcersalns-iioa and incentive cleuoesc 


So |land£tc: 

reasojsst 


^ — -^-,„-.-Jfo3^8ioa - Messrs* Ro Ke©, E» T, Cook, Ho X-fcight, 
i^e^'xcsTs nTHTQaii?^ sr© for aaandatcsy inoOnsiwi for the foUosiiig 


(1) Cost es'felias.tes cubciitted by e^to&otcs>8 under psloe re« 
a©ters2iaation incentive cleuces are no different from cost 
estxmatee exilEaitted in original pricing or coafcract teraiaation, 
iiGo eoEie ferauiae, guides, or orltoria aaet exist to evaluate 
contractus" coet estlaates« 2hat is the eole pur^se of the 
IKsrtLoa of paragraph l^lDl(o) as eet ferSi in the ribov8 diecus" 
eiono 

J^? ^® naootiate a redetaradjjatLoia coafcjact orlgLna21y 
utilizing Secti<si ST, then redetamdning on no agreed basis, 
then otibaequently terjsinating on ttie basis of Seotton X7 results 


-^.m bo i^itJ a tv^dfona basis fbr' i3i.0 GutelGGlon 

• --^ ::.or.-^jj,\uc;a ^.axrc^o.«>'ae cp^cz^al ln;2:lum.0D beoauso; 

^vviij-^Ai.-rc-i that tb^ >ra:fi2a'feo^r2r f<^t\tii:i'(?^ of tKla oTi^^f t ^rf.?! c-i^^? 

- V-;" ^' ^- "^^^ duteriiKi inf^:a-cioiT 5s tc? I)q fu:riii^&::^d i; 

- ' i:.r;':.i r prcnp^c.'ul;^''^ f c^xtr^c^ftcs's C'^^'>fe^::* tfen -a^t (Ov?::! 

'i^c ^^-k :Co'^:^ detailed Qc/D-d roiidcr 2X'lt.v;:-.eru}^. 

^.',>oi:/r-.:. x-i;i:Dd pries; c^nte^-ots siii^.lGQ- 'to 

^v/'::.c-: t-' r2.:L?:3,:^^^iI:^l:to cc-ifeacte-^ it ^^5.11 tab:: tJ.m tc- 

-'■-■^ "^•-•^>- ?::r^c^::-l c;:? the? Ai!;^ hG;v-2 b^en atv-CCTting to 

c:j:-::.l.-^s -iS! acct ec-ijv^fiji^iniic -S^e prxe?:., 2o satisfy Minf^^i; t:^ 


H. He GilLLUP 
SecjviG^x lAi Sift) c^oixiidfc tee 
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MEHORAi\IDUl^ FOR THE CHMRiiiN, ASER COlfilETTEiS 



SUBJECT: Case 53-^1:^ - Revision of Section XV - Contract Cost Principles 


I. PROBLEM: 

To amend the report of the Patents Subcommittee on the subject 
material in memorandura dated l6 September 1953, in view of action by 
the ASPR Committee at its 15 September 1953 meeting^ rejecting the 
Subcommittee's proposal for a paragraph 9-107 ♦6 dealing with the prob- 
lem of allowance of costs for support of contractors' programs for both 
product research and improvement and for general research, 

II. RECOi^tEIJDATION: 

Referring to Tab A to the memorandum dated 16 September 1953, 
delete proposed revision of paragraph 15-313 #11(0) and substitute the 
following 2 

"(c) See paragraph 9-107 for instructions as to patent 
rights to be obtained when research or development work is 
called for or required in the performance of a contract or 
when allowances are made for costs for product research or 
irprovement • " 

III. DISCUSSION: 

1, While the Patents Subcommittee report commenting on subject 
case is dated 16 September 1953 « it had actually been coriipleted and 
processed for reproduction on Ik September 1953. The report of 
16 September 1953 was predicated on acceptance by the ASPR Committee 
of the proposal for a new paragraph 9-107.6 contained in Tab A to the 
Subcommittee's report on Case 52-77 - Revision of paragraph 9-107 - 
Second Proposed Revision of Section DC, contained in memorandum for 
the Chairman, ASPR Committee^ dated h September 1953* When the last 
mentioned report was considered by the .\SPR Committee at its meeting 
of 15 September 1953^ paragraph 9-107.6 was rejected. It is therefore 


I" 


necessary for the Patents Subcommittee to revise its proposal for 
paragraph l5-313»ll(c) in its 16 September 1953 report to conform 
with the action by the ASPR Corairdttee, 



Jos 


feorge W, Seevers (Navy) 


wwwy^-a.* Hill, Cap t. (/onsiy) 
Frank D. D'Connell (;iir Force) 
Ray i^f; Harris, Chairman (OSD) 


TAB B 

- - • 16 Sept. 1953 
ASEEl 'CO>M!f TEE 
PATENTS SUBCOlMfTEE 

Case 53-itit 

Proposed Revision of Section XV - Contract Cost Principles 
Proposed Revision of Proposed Parsigraph 15 -313.11 

15*313 #11 Research and Development . Research and development ex- 
penses are incurred either as a result of work required in perforraihg 
the contract or for programs of general research or 

product improvement maintained by the contractor, which programs are 
separate from and independent of the work which the contractor does for 
his customers under contract, and mast therefore be supported by tiie 
contrr.ctor from his profits or persgnal funds, or by grants, or by 
charging to his customers as indirect costs in their contracts. 

Product research or improvement is that effort which is directed 
toTrard the solution of specific problems encountered in the design or 
production of a particular product which has or is anticipated to have 
militar^^ or commercial use. General research is all other research. 
In the event that product improvement is done under the name of general 
research or if there is confusion between or intermingling of general 
research and product improvement programs of a contractor, the total 
effort shall be regarded as product improvement. 

The costs of programs for product research or improvement or for 
general research are subdivided into costs of conducting and performing 
the work under such programs and costs of administering such programs. 


(a) Work Required Under the Contract s Research and development 
e:cpenses required or approved by the contracting officer in perf oritiing 
the contract are allowable as direct costs. 

(b) Costs of Programs . Costs of programs for product research or 
improvement or for general research are not allowable except as specified 
hereinbeloT^: 

(i) The proper share of the indirect costs of administering pro- 
grams for either product research or improvement or for general 
research is allocable to all classes of i^ork, including Departiiient 
of Defense contracts. 

(ii) Costs of conducting and performing the work under product 
research or improvement programs are allowable in Department of 
Defense contracts for supplies or services but only to the extent 
that the Tjorl: done under such programs is applicable to said supplies 
or services. Such costs may be allocated to DOD contracts vrith the 
fcllcTTing limitations: 

(A) The costs are current, i, e,, are incurred in the con- 
tractor's accounting period or periods during vdiich the contract 
is performed. 

(3) The costs are incurred in accordance with the contractor's 
established practice. 

(C) The costs are not reimbursed to the contractor under 
separate contracts for research or development. 
Sxifih costs shall not be aUtOnsrcd in n<^ allocated to Scpart^ent of 
DofcsGse eofitr^ets for prod\jet rpsaawh aufl i&5V<:jiopnent. 
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(iii) The cost of conducting or perforining work under general 
research programs is allocable to all classes of work, including 
Department of Defense contracts, and may be allowed with the follow-*- 
ing limitations: 

(a) The costs are current, i. e., are incurred in the Con- 
tractor's accounting period or periods during which the contract 
is performed. 

(B) The costs are reasonable in amount. 

(C) The costs ar^ incurred in accordance vri. th the Contractor's 
established practice. 

(D) The costs are not reimbursed to the contractor under sepa- 
rate contracts for general research. 

(E) The contractor's organization is not devoted priraarily to 
. research work, as distinct from manufacturing. 


TAB B 
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OFFICE OF TIffi ASSISTAI^T SECI^ET;J^Y 
Washington 25;. D. C. . 

Supply 2: Logistics 


IffliaOfUimm FOR THE CH.;iRMiiH, ^SPR COI^IITTEE • 
SUBJECT: Case 53-^4 - Revision of Section XV 


I. PROBLEM: 

Tc comment on proposed revision of Part 3j Section XV, dated 
18 ;.ugust 1953. 

II. RECGIf'TOATIOU: 

A. The Patents Subcommittee rccomraends.. as follows: 

1. In paragraph 15^313. 11(a) and (b), change the term ^'product 
research and development" wherever it occurs to — - product research or 
improvement ~. . . 

2. That paragraph 15-313. 11(c) be revised to read as shown in 
attached Tab A. 

3. That paragraph 15*313.12 be revised as shown in Tab A, 

B. The Patents Subcommittee attaches as Tab B^ a re-write of para- 
graph 15-313. ll(a; and (b) which it believes states more definitely the 
intent of this paragraph and which will avoid misinterpretation and mis- 
application of the paragraph. 

III. DISCUSSION: 

1. Reason for Recorrjraendation 1 is that the term "product improve- 
ment" is believed to be in current usage to a much greater extent than 
"product development" for describing the situation to which the defini- 
tion refers* 

2. Revision of Paragraph 15-313. 11(c) is recommended for the 
following reasons : 

a. Cost alloviances should not be dependent upon whetlier patent 
rights are obtained; rather, patent rights should be obtained whenever 
amounts for costs are allowed in sufficient quantity/' or proportion to 
Justify an equitable division of patent rights developed with Govern- 
ment funds. 
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b. Patent rights should preferably be expressed in terms of 
a license to make or have made rather a waiver of royalties. The term 
"icaiver of royalties" is generally thought of as applying to the follow- 
ing situations: (l) where the Government is purchasing from a licensee- 
manufacturer who pays royalties to. the licensor patent oT-mer, or (2) where 
the Government is itself a licensee under a royalty-bearing license It 
is not cuBtonary, nor is it accounting policy, ever to allovx patent 
royalties to the patent owner vjho is also making and selling the item 
covered by the pc.tent, 

c. The subject matter of subparagraph (c) is of substantive 
nature dealing with patent rights, and therefore should be in Section IX, 

3. Change marked in 15-313. 12(b} is urged for the following 

rcanons i 

a. The statement that "Royalty costs may not be bona fide 
under the following circumstances" tends to imply that they arc not 
bona fide in such sittiations, especially in view of the terrpJLnology 
used in describing the situations. It is believed that there should 

bo no i;.i]5lication of a connection between bad faith and the circumstance, 
but r^.ther a suggestion that tlie situation is one in which bad faith is 
more likely to occur, 

b. There is no rcq-Airci-iient in the language of tlie 18 August 
1953 draft that the situation be reviewed or examined. 

Change marked ^OC" presents third and fourtli situations which 
are self-explanatory. 

5. The recommendation for deletions from paragraph 15-313. 12(b) 
of the matter designated as Change »'Y" is for the reason that this pro- 
vision with respect to reasonableness of the royalties in a bona fide 
agrcc-ricnt is basically unfair to the contractor. Notwithstanding the 
fact that the royalties are payable to the persons named in subpara- 
graphs (b) (i) and (ii), the oblijation to pay the royalties is a con- 
tractual one entered into by and between competent contracting parties. 
Therefore, while the Government becauBC of its control of tiie situation 
mi:-^'ht disallow the payment of the royalties to the 'Contractor, ^s a cost 
in a cost-typo contract or as an clement of price in a negotiated fixed- 
price contr^.ct, the contractor must nevertheless pay the royalties. Dis- 
allowance by the Government of the royalties provides no relief to the 
contractor against his obligation to the licensor. He must therefore 
pay the royalties out of his profits or out of his separate funds. The 
Patents Subcommittee docs not believe it is fair to ask the contractor 
to do this. There is no objection to the disallowance of the royalties 
if they arc not bona fide, or if tiiey arc obviously unreasonable, on 
the ground that here the contractor is only being penalized for his 
oim incompetence or attempted sham. 


6. There is also the objection to the matter proposed to be 
do?uOted in Change "Y" that the test as to the amount of the royalty 
ch?.rgo which is to be allowed appears impossible of application. Row 
iroiild the amount which would be allo^'/ed to the contractor under the 
provisions of 15-313. 11 if the patent were owned by him be determined? 
Paragraph 15-313.11 is related to costs of research or development work, 
l*int r.re the costs to this contract or of research or development work 
wliich he did not do and i*tich he might not be equipped to do? Over 
what period of time are such costs to be considered? It should also 

be pointed out that there is no correlation between the costs of research 
and development work and the value of the patent produced under such 
work, 

7. It is believed that change marked "Z" in paragraph 15-313. 12(c) 
is iiiorc completely descriptive and more informative of the situations in 
vjhich, or methods by which, the Government may have acquired patent rights 
than a mere reference to Section IX, Also Section IX does not begin to 
cover the situation. 



George W, So overs (Navy) 



Frank D. O'Gonnell (Air Force) 



Harris, Chairman (OSD) 


Attachments - 2 

1. Tab A - Prop. Hevs. 

2. Tab B - Prop. Revs. 
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TAB A 

16 Sept. 1953 

ASFR COMMITTEE 
PATENTS SUBCOMMETTEaE 

Case. SS-Ui 

Proposed Revision of Section XV • Contract Cost Principles 
Proposed Revision of Proposed Paragraphs 15-313. 11(c) and 15-313.12 

(C01g>0SITE DRAFT) 


15-313.11 


[c) At the option of the procuring agency, cost alloi^nces tox 


research and devel^opinei^ my be made contingent 



the contractor 


agreeing to waive any royal ty.^Qharges, jipJel^ll patents previously 
obtained or which my^^be^^^^ in tTie fiijur^^ such work, to the 
extent such royalties are applicable to defense worl?;- either directly 
^r i.ndirectly. 

(c) See paragraph 9-107 for instructions and an appropriate con- 
tract clause securing to the Government patent rights when there is 
allowed a cost, either direct or indirect, for product research or 
improvement or for general research. 

15-313*12 Patents and Royalties , 

ta) Amortization of the cost of purchased patents oimed by a 
contractor applicable to products or processes covered by a cbntract 
is an allowable element of cost to the extent reasonably allocable to 
the contract. Research and development costs leading to patents are 
treated in paragraph 15-313.11. 


TAB' A 


{b) Royalty costs are allowable if bona fide and reasonable. 

Special care should be exercised in determining reasonableness of 

royalties in cases in iriiich amoiints were arrived at as a result of 

C W less than arm's length bargaining • Royalty costs way He* be bena ihde 
H 

A HH^ea? should bo reviewed for bona fides or reasonableness in the f ollow- 

N • • . .... 

G ing 62:F6Hii^taHe68 situations ; 

E - . 

(i) Royalties are paid to persons, including coiTDorations, 

affiliated isrith the contractor. 

(ii) Royalties are paid to unaffiliated persons, including- 
corporations, upon patents formerly oimed by the contractor x^hen 
the costs of such patents or the research and development .wrlc 

thereon were substantially recovered through chaarges against the 



costs of defense business, * " ' '} 

i 

C X (iii) Royalties are paid to unaffiliated persons^ including 

H / . 

A corporations J under an agreement entered into in contemplatibn 

N 

G t hat a Government contract would be awarded , 

E 

(iv ) Royalties are paid under an agreement entered into after 
the award of the contract without the approval of the contracting 
officer. 

C T in eitkeF ease (i) er ^hk^ peyalties be iasmited te e^ek ekargee 

H 

A ee migk^ be detemiHeei if tke ^^.tent wepe ewned by the eeat^a^teap 4a 

N 

G aeee^daAee witk 4ke jd^evieireHs e£ tka^e papagpaisk aA4 ]»aFag3Pa]dk i^^^B'^iwHk 
E 

relative 4e Feeeapek and €iev&3!e^p.eHt. 

(c) Care should be exercised in preventing charges for the \2se of 
patents when the Government, in fact, already has rights to such patents* 


LIB £ 
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C Z 4See Seetiea IXy ASPR> The Government may have obtained a royalty free 

1 license or title to patents as a result of cont ract clauses such as 
N — — ■ " — 

2 contained i n paragraphs 9-107 or 9-112 /" 9-112 is renumber ed 9-108 in 
the Second Propo sed Revision of Section IX 7 as a result of settleme nt 
of claims, as a result of the employ er's r ight in employees' in ventions 
provided under E. 0. 10096, as a result of a royalty adjustment settl e- 
ment, or as a result of separate purchase or gift . 


OFFJCK OF THi; SiiEi%ETARV OF fllirKNSE 
V/ashiacton 2^^ 13. C. 



2ij July 


Sl'IiiJECTj Proposed Revision of Section X7 


1^ This Subcxjinnittee is preeently considering the basic 
of Part 3 of subject Revisioao 

2c In reviewing paragraph a5«313ol5 entitled Taxes, this 
Suboonriittec took the position that questions concorning whet 
taxes ifhould be included in contract estiiaates end reimburse- 
ments are primarily technics! questions of nolicy and law which 
do noi fa.'.l vithia the departmental responsibilities of the Sub- 
ccniiiittee members <, 

3o Jsi view of tho above., it ir unaninously recoRriended 
thjit pai^agraph be reSGrrod to tlic Tax Subcoitiittee for 

accelerateo consideration of the basic concepts vhich sliould be 
included in the proposal for coordination purposes o 


Ho H« GALLUP 
Chalntiaa 

Section X7 Subcooeiittee 
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PBOPOSED REVISION 


OF 


SECTION xy 


CONTRACT COST PRINCIPI^S AND STANDARDS 


15_000 Scope of Section . This section sets forth, in general, principles and 
standards for (i) the determination of costs under contracts with a Department, 
and subcontracts thereunder, >Mch provide for the deteraination of the histor- 
ical (actual) cost of performance thereof and (U) the preparation of estimates 
of cost used in the negotiation or administration of contracts with a Department, 
and of subcontracts thereunder subject to the review or approval of a Department. 

15_001 Effective Date of Section . This Section shall be complied with on 
and after , 1953* although oompliance is authorised from the 

d^te of its issuance. 


15-100 Scope of Part . This part sets forth instructions oonceming the 
use of the contract cost principlss and standards. 

15-101 Applicability . The cost principles and standards set forth in 
Part 2 of this section, as implemented by Part 3> Part 4, Part 5» or Part 6 
of this section (whichever implenenting part is applicable) shall be followed 
in the preparation of all cost data used in the negotiation and administration 
of contracts with a DepartmBnt and of subcontracts thereunder *Aiich are subject 
to the approval or review of a Department. In addition, and subject to the 
requiiemsnts of paragraph 15-104, these cost principles and standards shall be 
followed in determining cost under any contract with a Department^ and any 
subcontract thereunder, *ich provides for the detennination of the historical 
(actual) cost of perfonnance thereof. Except as otherwise specifically provided, 
the same cost principles and standards of this section apply to the preparation 
of cost estimates a^ to the dBteraination of historical (actual) costs. Nothing 
contained in this section shaU be construed (i) as prohibiting the absorption 
by the Contractor of all or any portion of any element of cost or (ii) as re- 
quiring the allowance in the negotiation of contract prices all historical 
(actual) eoets determined thereunder, 

15-102 Use of C^«^- ff-«»|.-t | iifitea > In general, cost estimates shall be used 
in negotiating contracts, and modifications thereto affecting the contract 
consideration, unless other adequate valid pricing criteria exist. Thou^ not 
necessarily adequate in any given situation, examples of such valid ladcing 
criteria are: 


PART I - INTRODUCTION 




lEvIORAlffiUM'.P^^ mi; CHAIRMA^N^ ASPR COlifaTTEe. : • • 

SUBJECT : Revision of Section X\r Case S^hh • . 

.... . ■ . • 

In accordance' wLth item 19 of the minutes of the ASPR Cpiranittee 
*. meeting of 9 June 1S$3$ this Subcommittee proceeded on ah accelerated 
basis to consider Parts 1 and 2 of the Deputy Comptroller's proposals 
. • ' ■ . • *■*♦... 

2# The Subcommittee's initial consideration of Parts 1 aiid 2 has 
been coraJ>leted and attached is a Second Draft of Ihese Parts^ Agreement 
•TOs reached vdth representatives of Ihe Accounting Policy Division <OSp) 
except for the below listed additional changes which are unanijnously 
recommended by the Subcommittees • 

* ' ■ •' #; 

a# Delete paragraph l5«>102» The explanatory material in ' 
this paragraph is more appropriate for inclusion in a: ; * 
. preface^ news release or some other media of publication# 
It 'is i^CogreiLzed th^ this paragraph may have some value 
for indust?^al coordination and if left in for this purpose^ 
should be. .dfeleied'prior to publication^ 

bt ReHee par^gi;iiph; Revised paragraph shoxild define 

which ?)ai»Qgraj)hs* of Parts I and II (in addition to 
subse^iiient par:ibs!) are appropriate for inclusion in 
contracts as "co^t principles and standards*" As an 
initial consideration^ it would appear that all of 
Part I and paragiraphs 203^ 20l*j 205, 207^ 208, 209, 212 
and 213#1 are not appropriate for inclusion in specific 
contracts* This recommendation can be best accomplished 
by segregating into different Parts the paragraph to be 
incorporated in the contract and those of an administrative 
and informative nature# 

c« Delete paragraphs l5*»202(c) axid l5-^8# These references 
to the Internal Revenue Code should be eliminated since 
(1) the code was not designed for the determination of 
costs under contracts, (ii) the code' is subject to 
constant change by laws, regulations, and court decisions, 
and (iii) dXltary contiract oe^otiaMoft adolxdstration 
personnel are not trained in the intxlcacies of the 
Internal Revenue Code* 



(!• The last sentence of 1^2D3»3 aiKi the second and 
third sentences of 15^20U concern selection of 
contract type and helong more appropriately in 
ASPR Section III* Hpweverj pending Coverage of 
* these subjects in Section there appears to be 

some justification for their inclusion here# 

e#' Delete paragraph l5<^207» This paragraph relates to 
profit policies and the ASPR Committee has appointed 
a Subcommittee to undertake the formulation of policies 
in this area# This paragraph has been revised for the 
benefit of that Subcommittee and it is recommended for 
referral thereto* Upofa the adoption of a DCJD policy^ 

cross-preference thereto in this Section is recoztimended* 

«• - • . • 

3* The Subcommittee did jaot consider that its assignment included 
"^coordination responsibility idth other elea^uents of the military departments* 
Attention is invited to the fact that the adoption of this Section TTould 
requii^ the sirrultaneous adoption of a change in Section VIII#' It is 
also recognized that ed3.ting is essential prior to publication* 

km Consideration of Part 3 of the proposal is being continued on 
a three meeting' a week schedule and a final report will be submitted 
Tjhen the project is completed* 


.Lt« Col* J« M. Railing 
iU M* Kee 
Et T» Cook 

Am C# Sawalliscb • 
L^.* Col* H# T» CritcKLbW 
A* B« Thomas 
Howard Wright * . . 
Hany liaerker. . 
H. H* Galltip 
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Second Draft 


. 1 July. 1953 

PROPOSED REVISI ON 

' OF . 

SECTION XV . 

■ CONTRACT COST PRINCIPLES AND STANDARDS 


15-000 Scope of Section , This section sets forth, in general, 
principles and standards to be applied uniformly (except as expressly 
qualified) in the determination of . historical costs, the preparation 
and presentation of cost estimates by contractors, and the review, from 
a cost standpoint, of contractors' pricing proposals of those prime 
contracts and subcontracts which are subject to negotiation, approval 
or review within the Department of Defense as indicated in 15-103 and 

15-lOU. . 

15-001 Effective Date of Section , This section sh.all be complied 
with on and after , 1953/ although con?)liance is authorized 

from the date of its. issuance. 

PART 1 - APPLICABILITY AND PURPOSE 

15-101 Applicabili ty, These cost principles and standards arc 
applicable wherever cost data are to be considered in the negotiation 
and adjTiinistration of contracts. In connection with cost- type contracts, 
estimates of cost will be developed and evaluated and cost reimburse- 
ments to the contractor will be determined through, the application of 
these cost principles and standards, VJliere price is to be negotiated, 
cost is but one of several factors to be considered in such negotiation. 
However, where cost data. are used in negotiation, as required by this 
Section, such cost data will be developed and evaluated in accordance 
with the principles and standards contained herein* 

15-102 Re asons for Issuance of This Statement , Defense procurement 
is a matter of great public interest. It is inportant that it be con- 
ducted on a plane that assures the Congress and the taxpaying public 
that defense materiel is being obtained at fair and reasonable prices 
without waste and extravagance. It is also important to assure defense 
manufacturers (especially competitors), of fair and equitable treatment, 
without discrimination, in contract pricing. A vast amount of defense 
materiel is obtained, especially in periods of emergency, under con- 
ditions where prices cannot be established simply by competitive bidding * 



The natiire of the inherent risks in defense production, especially in 
the tirae-length of contract performance, and the frequent absence of 
coiT5)lete product specifications, result in the use of various forms of 
contracts in which prices are determined to a greater-or-lesser degree 
by the use of cost data — both estimated and actual. The gathering, 
analysis, and use of cost data are conplex problems, both for contractors 
and Government negotiators, as well as industrial and Government account- 
ants and auditors v/ho are more skilled in such matters* Cost problems 
are serious and diverse, both with respect to more basic business prac- 
tices and to application of appropriate accounting principles. An 
adequate statement of cost principles and standards is necessary in 
order to avoid misunderstanding as well as confusion, delay, and ex- 
pense in contract negotiation and administration, including auditing 
and settlement of contracts. .Every defense contractor, therefore, 
should recognize the necessity of the adoption of these principles 
and standards in the common good — not merely for cost-reimbitrsement- 
type contracts, but also for other special types of contracts the use 
of which has greatly increased. 

15-103 Use of Cost Estiinates . The proper use of cost estimates 
requires the exercise of judgment and discrimination. It is impractical 
to lay dovjn hard and fast i\iles which would be completely comprehensive 
in this area. In general, cost estimates shall be obtained from con- 
tractors in all cases except where other valid and adequate pricing 
criteria exist or the estimates TOuld not materially assist the Con- 
tracting Officer in negotiating prices. 

(a) Examples of valid, but not necessarily adequate in a particu- 
lar case, pricing criteria to be considered for the purpose of deter- 
mining whether cost estimates will be of material assistance include, 
but are. not limited to, the following: 

(1) Competitive price proposals. 

(2) Published market prices. 

(3) Catalog, prices, including discounts. 

(h) Previous procurement experience on the same or similar . 
items, with computed adjustments of the prices paid 
where appropriate' to make allowance for changes in 
specification or quantities, or changes in labor, 
material and other cost, indices* 

(b) Examples of situations where cost estimates are ordinarily 
required are as follows: 

(1) Under outright fixed -price contracts when there is an 
absence of competition, prior experience or other valid 
pricing criteria. 

(2) Under fixed-price contracts containing price -rede ter- 
mination provisions: 

a. Negotiation of tentative initial prices. 



b. Negotiation oif firm prices on a forward basis. 

c. In combination with historical costs to arrive at 
firm prices fo,^ retroactive and prospective 

application. U^h 
(3) Under inoentive-type contracts: 

a. Negotiation of tentative target costs when firm tar- 
gets cannot .be initially determined. 

b. Negotiation, of fim target prices and target costs, 
including t^ose cases where the targets are set 
during the course of the contract. 

(U) Under cost-reimburseroent-type contracts: 

a, ' Initial estimates as a basis for establishing fixed 

fees. 

b, . Negotiation of, fixed overhead rates. 

(5) Under all the above types of contracts for negotiation of: 

a. Contrac-t price: oeilihgs . 

b. Contract changes affecting the contract consideration, 

15-lOU Use of Historical. (Actual) Cost . Historical (actual) cost 
shall be used for the followii^ purposes: 

(a) Under cost-reimburseraent-type. contracts: 

(1) Determination of allowable cost. 

(2) In combination with cost estimate to negotiate fixed 
overhead rates (where the contract provides for use of 
such rates) 

(b) Under fixed-price contract^ with retroactive price-retermina- 
tionj negotiation of retroactive fixed-prices. 

(c) Uiiier incentive-type contracts: determSjiatiori of final prices 
. . . after contract couple tion. 

(d) Under contractf tenninated for the convenience of the Govern- 
ment: as required by Section VIII hereof. 

In addition to the above listing of purposes for which use of historical 
cost is mandatory, such cost data may be useful in other circumstances 
and should be applied where appropriate. 
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15-105 Contract Provisions > The principles and standards contained 
in this section shall be included directly or by reference in every cost- 
type contract to provide the basis for reimbursement to the contractor 
of costs incurred. Where a fixed-pricc-type contract requires or may 
involve future determinations of historical costs or the preparation of 
estimates of prospective costs (as. specif ied in paragraphs 15-103 and 
15-lOli) for purposes of negotiating contract prices, these principles 
and standards must be incorpoj^ated directly or by reference in the con- 
tract in order that no misunderstanding exist between the contracting 
partifsas to the basis for a preparation and evaluation of cost data — 
estimated and historical.. Inclusion of such contractual provisions 
in fixed-price -t3T)e contracts is solely for the purpose of preparation 
and evaluation of cost data, which are not to be' construed as rigid 
measures of a price to be negotiated. These principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to the evaluation or review by the Department of Defense, 
or any of its subdivisions, executed as of a date on or after 

, 1953. Any such contract or subcontract may treat any element 
of cost thereunder more specifically than provided by this statement of 
principles and standards so long. as there is no inconsistency therein. 

15-106 Implementation by the'Mlitary Departments . This statement 
of contract cost principles and standards shall be followed in procure- 
ment operations within the Department of Defense without modification 
or expansion in any way .except as to. Instructions on administrative 
procedures or as provided in the last sentence of the preceding para- 
graph. Any expansion of or change in this section, deemed to be 
desirable, will be referred to the Office of the Secretary of Defense 
for consideration. Any interpretations of these principles and stand- 
ards made in the course of negotiation or administration of contracts 
shall be on a case-by-case basis in txhe light of the specific facts 
thereof — no system of written interpretations to be generally followed 
will be permitted. Administration of these problems is a matter for 
practical business judgment rather than rigid adherence to established 
precedents. 

15-107 Deviations . The authority to deviate, as provided in para- 
graph 1-108 of tliis Regulation, is further restricted in respect to this 
Section 15, to permit such deviations only on a specific contract basis. 


PART 2 • GENERAL PRINCIPI3BS ANP STANDftRDS 
. . . .f^Oll DETERiai^TION OF COSTS • ^ 


15-201 CoTTppsition of Tot^l Cost ^ . The ^ o w pooition of cos t of work 
performed -or to be performed under a contract or subcontract to which these 
principles are applicable is the net sum of (a) the allowable direct costs 
reasdnably incident to the performance of the contract or subcontract, 
(b) the properly allocable portion of alloi^able indirect costs, and (c) 
less applicable income and other credits • According to the circumstances 
involved, these costs may be state4 either in terms of the aggregate for 
an entire contract or in terms of individual xxnits of products or services 
covered by the contract, with equsO. application of these principles and 
standards, • 

15-202 Factors Determining Allowability of Costs > Factors to be con- 
sidered in determining the allowability of costs include (a) conformity 
with the moaning of total cost outlined in paragraph 15-201: (b) reason- 
ableness in the amounts of particular elements of costs; (c) allowability 
of the costs as deductions in* determining taxable income under the Internal 
Revenue Codej (d). application of generally accepted accounting principles 
and practices; (e) avoidance of duplication of allowances for the same 
price comoonent in both cost and profit; (f ) exclusions of specific ele- 
ments of costs as a matter of public or business policy, as set €orth in 
this section; and (g) exercise of good business judgment in incurrence 
of the cost, 

15-203 Actual and Estimated Costs , Costs used in negotiating con- 
tracts, or in making settlements thereunder, may be either of a historical 
naturo (actual costs) or may- be estimates of future costs, in whole or in 
part, whichever is apprppriatje for the specific type of contract pricing 
as indicated in paragraphs 15-103 and l5-10li,. 

15-203.1 Applicability of Cost^Principlcs to Determination of Cost 
Es timates as Well as Actual Costs ,' Th general, the same cost principles 
appljr to making cost estimates as to detennination of actual costs. 
Therefore, this section will consider the cost principles set forth 
herein as applicable interchangeably to either, cost estimates or actual 
costs, except as may be indicated . specif ically tp the contrary, 

15-203,2 Use of Standard Costs in Cost Estimates . VJherever future 
cost estimates are required, the use, where economically feasible, of 
modern standard cost methods should be encouraged, because they provide 
an excellent means of cost estimating and cost analysis, as well as enable 
more effective control of actual costs during contract performance. Such 
methods provide for pricing material costs on the basis of bills of 
materials, labor costs on the basis of studies of time requirements, and 
overhead costs on the basis of budgeted expenses for the expected volume 
and types of production, with reasonable allowances for cost variances 
indicated by experience to be expected for defective work and failure to 
achieve full efficiency. Such methods generally provide the assurance 


of accuracy of cost estimates^ as wall as the means of inpr$ ..effective 
cost control, when variances of actuail costs from- s%andaf^s are measured 
frequently and recorded in the formal accounts-V 

15-203.3 Use of Standard Costs in Determining Actual Costs > Wherever 
contract price negotiations or settlements depend-ujpon actual costs, and 
contractors have satisfactory standard cost systems, standard, costs of 
products, or parts thereof , witti appropriate adjustanonts for variances 
from actual costs, may be considered to represent actual costs, provided 
such costs reasonably reflect the application of the principles and stand- 
ards set forth in this section. Normally, where adequate. standard costs 
are available for complete end-products, fixed-price contracts should be 
used» 

15-203 Use of Job-Order or Process Cost-Accounting Method s The 
use of either the Job-order or process cost-accounting method in deter- 
mining historical costs of contract perf ormance -is atpceptable. In any 
pricing negotiations which require consideration of work in process at 
an intermediate point in the period of contract performance, special 
care must be exercised in order to segregate any part of the work in 
process costs which is not applicable to the completed portion to the 
cut-off point. ' . 

15-203 .5 Use of Historical Costs for Purposes of Cost Fstimating . 
Regardless of the method used (standard, job-order or process, , unmodified 
historical cost data, when used in the preparation of cost estimates, may 
not provide a satisfactory standard of future* performance; in this event 
their use would be undesirable. >Jhere no more satisfactory cost -data 
are available, historical costs may -be usQd in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable tb futui^e production. 

l5-20li Basis of Application of Principles and' Standards to Pricing 
of Standard Commercial Products^ Standard commercial -products ajre those 
which are normally manufactured and sol^ in large volume - to • customers who 
arc neither pri-me coritractors Jidr subcontractors for defense work, not- ■ 
withstanding the fact that substantial quantities may be sold ±o defense 
contractors or the Government lath relatively little or no change in 
specifications. In general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and tliat prices 
will be established without primary reference to the respective cpntractor's 
costs. The use of escsQ.atLori clauses...gene^^^ should -take care of major 
contingencies vdiich should not be added to estimated costs in contract 
pricing of such products. . However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price contracts, these principles and standards 
will be applicable to the. extent appropriate. Care must be used in such 
cases in order not ti iirppse impractical requirements on contractors for 
cost estimates — to meet which requirements might result in work entirely 
disproportionate, to the amounts involved. Cost analyses, in such cases 
may sometimes be based. upon other data than current cost estimates — 
for example, when a manufacturer, has no cost data for a specif ic standard 
commercial product, he may have available for analysis, historical sales. 




costs and profit data on a group of products, including the specific one 
subject to price negotiation, 

15-205 Application of Generally Accepted Accounting Principles . It . 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are nowhere codified or reduced to 
rigid formulae. Such principles permit ttie use of alternative practices 
or conventions; particularly, in different types of business activities; 
yet in the main there are generally accepted limits in principle regard- 
ing accounting practices, the violation of .which would not be condoned by 
the accounting profession* To the extent there is a twilight zone between 
accepted and non-accepted practices, it is desirable that definite under- 
standings be reached between the contracting parties. This section covers 
a number of subjects of this nature, so far as they can be covered for 
general application. Yet inevitably there will be many occasions where 
specific contractual provisions or supplementary interpretations of the 
contract terms, in the application of cost principles will be needed. 
(Sec paragraphs 15-105 and 15-106.) 

15.206 Contractor's Accounting System . Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
any method of cost accounting or estimating will be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they pi-x)duce equitable results under the particular circumstances. 

15_207 Relation of Contract Costs and Profits . The use of actual or 
estimated costs in procurement pricing is only one phase of establishing 
the total price or monetary consideration under a contract. The determina- 
tion of reasonable profit is another important phase. These two phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee), mjor" factors 
to be considered in this respect include prolonged delivery schedules, 
unstable market conditions for material or labbr, or uncertainty as to 
cost of performance. Depending upon the type of. contract, either the 
contractor or the Ctovcrnment may assume such risks. VJhere the Government 
assvmcs all the risk of cost increases- or additional unknowh costs, or a 
substantial share thereof (as it generally does when these risks are great) 
through the use of cost-reimbursement-type contracts, escalation or' price- 
redeterraination clauses, or incentive-type contracts, the profit aUowance 
for contingencies should be reduced to the extent appropriate. In nego- 
tiation of prices under outright fixed-price contracts, risks of loss or 
other cost increases, other than those reasohably certain and determinable, 
shoiild be recognized in profit margins rather than in allowances for con- 
tingent increases in cost. However, no' hard and fast line may be drawn here, 
but it is inportant that such allowances not be duplicated. For example, a 
contractor's cost estimates may properly include reasonable estimates of cost 
applicable to normally experienced defective work in manufacturing processes. 


Where reasonably certain and determinable contingencies are recognized in 
cost estimates, such contingencies should not be considered as elements 
of risk in determining the allowable profit^ There are other factors 
having a similar bearing on cost' and profit determination; for example, 
in contracting for construction under cost-reijnbursement-type contracts, 
it is customary practice to exclude general-, administrative and financial 
expenses from costs, but to allow.^instead for these factors as a part of 
the fixed f ee# 

15-208 Relation of Contract Cost Principles to Federal Income Taxa^ 
tion» In general, all business costs allowable as deductions for the pur- 
pose of determining taxable income under the Internal Revenue Code should 
be allocated (assigned) to the extent appropriate, to the cost of perform* 
ance of specific contracts, except as otherwise set forth in- this state- 
ment of principles and standards • 

l?-209 Special Provisions Relating to Cost Determinations, Including 
Limitations » Because of the need for stcindards of reasonableness in de- 
teirmining either estimated or actual costs of performance of specific con- 
tracts, including the application of business and public policies, a con- 
siderable portion of this Section, namely Part 3^ is devoted to standards 
of allowability of specific elements of costs under supply and research 
contracts with commercial organizations • Moreover, because of unusual 
accountinf: practices or problems involved in determining costs under fa- 
cilities contracts, construction contracts and research and development 
contracts with non-profit institutions. Parts U, 5, and 6 respectively, 
are devoted thereto* 

15-210 Direct vs» Indirect Costs # Every acceptable method of cost 
accounting or estimating embodies the principle of direct costing of 
certain materials and subcontract v;ork« Direct costing of productive 
labor is general practicet Other expenses may be costed directly some- 
times, but generally many of them are allocated to products, ;5ob orders, 
or contracts, etc» on an cirithmetical basis in ratio to appropriate mea- 
sures of performance — for this reason, such allocated expenses are 
termed "indirect costs«" 

15-211 Principle of Direct Costing s Every major item of cost (ac- 
tual or estijnated) should be identified with the \mit being costed, >diether 
it be the product, a Job order, or a contract, when such items of cost do 
not, in fact, have substantially proportionate applicability to more than 
one class of work. This principle may often he applicable to such ele- 
ments of expense (when of major consequence), as travel, commissions, ad- 
vertising, engineering services, etc., as well as the nonhal items of ma- 
terials and productive labor • This principle should be applied equally 
to the costing of both defense and nondefense products or services by any 
contractor who is engaged in mixed production. There are no absolute rules 
by which to determine which items or elements of cost should be direct 
costed. In applying the principle, any contractor must follow a consistent 
pattern of costing if the results are to be equitable. In some instances, 
this principle may be applied by direct costing only the major items of a 
given cost element to all products, leaving minor items, if appropriate, 
subject to indirect cost allocations^ 


15-212 Indirect Costs , Indirect cQsts, which have the character of 
common or joint costs, usually consist of. indirect materials, indirect 
lobor, and other items. These costs genersOly are grouped in classes, as 
follows; 

(a) Manufacturing (shop, laboratory) expenses (often termed "aanu- 
facturing overhead" or "burden"), which *are incurred in fab- 
ricating the article or service rendered; 

(b) Engineering expanses to extent not included in (a) or (c); 

(c) Selling and distribution expenses,^ incurred in marketing the 
products manufactured; 

(d) Gener^O. end administrative expenses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses, 

15.213 Methods of i^llocation of Indirect Costs . No general rules 
regarding all*oc£tion of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance determine 
the most suitable method or methods to be eirployed. Any method of allo- 
cation of indirect costs will be acceptable if it is in accord with gen- 
erally accepted accounting principles and practices and if it produces^ ^ 
equitable results under the particular circumstances, Thu L(.uL u^uuial 
tesl-wtAefe-ma^ bt i a pJ liuJ lu auLuindiic an .ippr o priatp mp thod^i o to fan d 
the^aaa:fc:eP lo the gucation; — Doco the method rcs-ull In ' llouction e-f 
the-4a4a:yect- cubLb to Ihfc pruUuclb, juL uiduxb, 01 c .onli ' a L tD, maat cquit " 
abi^f-iat- TvldilMi tu Lhb iitduliinu ui ' uLh^ji wuik baiiig performed on oaoh ? 

15-213,1 Use of Predetermined Rates for Indirect Expenses (Over- 
head Costs) , 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates. This involves determination by the contractor of expense rates 
in rccordance with whatever method or methods of expense allocation are 
followed. In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203,2), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distinguishing be- 
tween fixed and variable expenses and upon estimating variable expenses 
bv cost centers in proportion to anticipated levels of production or work 
loads- such budgets provide the best means for estimating expense raoes. 
Historical indirect expenses, or expense rates, should not be used indis- 
criminately as the equivalent of budgeted rates for this purpose without 
adjustment for nonrecurring expenses and adjustment of the portion of the 
rates representing fixed expenses when substantial changes in producicion 
or work loads are expected. 




(b) The use of a fixed indirect expense rate negotiated prior to 
the expiration of a significant portion of the period to which such rate 
applies i'H lieu *of the determination of historical indirect expense is 
acceptable where mutually agreeable to the contracting parties provided 
there is reasonable assurance that the results would be equitable when 
compared with actual rates ^ Consideration of cost elements in negotiating 
such rates must be consistent with the provisions of this Section concern- 
ing cost allowability and allocability^ When predetermined expense rates 
are used the contract should specifically state the types of items vjhich 
are to be treated as direct costs • The contractor must exclude from di- 
rect costs any cost element included in predetermined expense rates in 
order to avoid duplicate charges • 
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^MEyiOriAiromi FOR THE CHAIriMAK, ASPR CCMITTEE 

FitOM: Director of Procurement & Production Policies 

SUBJECT: Agreement iteached by Panel of Department of Defense and 
Service iiepresentatives in Mr# McNeil's Office, I6OO - 
1700, 1 March 195ii. 


1. The memorandum submitted by Mr# Webster was accepted in 
principle. These principles are as follows: 

a# There will be included in the revision of Section XV, 
relating to cost-type contracts, a definite statement that the in- 
structions covering "cost principles" for use in connection with 
cost- type contracts are not applicable to fixed-price type contracts ♦ 

h. In connection with fixed-price contracting, including 
redeterminable prices or incentive prices, the analysis and inter- 
pretation of costs shall avoid the use of such terras as "allox-^able" 
and "unallowable 

c% Any instructions to negotiators as to how to deal with 
cost data or as to the considerations to be examined in connection 
with negotiating fixed prices should not be in a publication which is 
available to contractors • 

d# There should be furnished to industry guidance as to 
reporting of costs • 

2f In addition, the following principle was agreed to: 

a« Under fixed-price contracts, auditors perform a 
service function^ which is primarily to explain the nature and con- 
tent of the various elements of cost submitted by the contractor^ 

3* It vjas agreed to proceed as follows: 

a« The ASPR sub^committee will expedite revision of Section 
XV for submission to the ASPR Committee t The revision will pertain 
solely to cost-type contracts and will substantially expand the cost 
interpretations t 


(Enclosure No* 1) 


h. The Office of the Assistant Secretary of Defense 
(Comptroller) will prepare a document relating to the reporting and 
analysis of costs on fixed-price type contracts* Decision as to 
whether this document will be incorporated in an Audit >Ianual or in 
ASPR as a new Section or a sub-division of Section XV will be post- 
poned until the various projects mentioned above are completed. 

c» The cost principles in draft documents heretofore pre- 
pared by It:. Bordner and. by the ASPR sub-committee will be reviewed 
in the above drafting. 

d* This work to be iindertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles. 

6m The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for review and for 
the following decisions: 

(1) Will ASPR include a Section or Sub-section on the 
reporting of cost data for fixed-price type contracts or will this 
material be included in a revised Audit i^lanual? 


to contractors? 


(2) Action to be taken on Joint Letter #12? 

(3) What vehicle is to be used to furnish information 


F. W. HESSER . 
Rear Admiral SC USN 
FOR 


WARREN 1//EBSTER, JR. 
Director of Procurement 
and Production Policies 
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MEMORANDUM FOR THE CHAIRMAN,' ASPR COM'IITTEE 

STIliJECT* Case $3-Ul4 - Issues Raised in Section XV 

* Part I - Should costs of profit sharing plans be allowaole 
to a limited extent as an item of contract costs? 
Part II - Should costs of stock bonus plans be allowable? 
Part III - Should costs of independent research and development 
be allowable?. 

Part I 

1, I ssue . Should costs of profit sharing plans be allowable to a limited 
extent as an item of contract costs? 

2, Background. The Section XV Subcom^nittee, in considering the subject 
question, has been unable to reach coitplete agreement and presents the question 
to the ASPR Committee for a determination and statement of basic Department 

of Defense policy. Upon receipt of such a statement of policy the Subcommittee 
will prepare appropriate inqplementation. 

This question has previously been submitted to the ASPR Committee but 
was not ruled upon. It was the ASPR Committee's opinion that comraents from 
Ttechnical Services, Bureaus, etc., might give sufficient guidance for a deter- 
mination, but such has not been the case. In fact, the comments have been . 
as sharply divided as the opinions of the Subcommittee members and, consequentl 
the question is again submitted to the ASPR Comittee, 

3, Employee Benefit Plans. Ihe major types of employee benefit plans 
may be summarised as follows; 

a. Pension Plans. 

b. Deferred-Distribution Profit Sharing Plans. 


4' ■ 

c. immediatG flista:ibutian Profit Sharing Plans, 
k. Pension Plans , A recognized definition of a pension plan is containy( 
in Internal Revenue Service Regulation 118, Section 39.l65-lCa) (2) as. follows: 
"A pension plan within the meaning of Section 165(a) is a plan 
established and maintained by an employer primarily to provide 
systematically for the payment of defiidtoly determinable benefits 
to his employees over a period of years, usually f csr life, after 
rutirement. Retirement benefits generally are measured by, and 
based on, such factors as yeai'S of service and compensation received 
by the employees, Ihe determination of the amount of retirement 
benefits and the contribut).ons to provide such benefits are riot 
dependent upon profits. Benefits are not definitely determinable if . 
funds arising from forfeitures on termination of service, or other 
reason, may be used to provide increased benefits for the remaining 
participants instead of being used to reduce the amount of contri- 
butions by the employer, A plan designed to provide benefits for 
eiiiployees or their beneficiaries to be paid upon retirement or 
over a period of y-ars after retirement will, for the purpose of 
Section 165(a), be considered a pension plan if under the plan either 
the benefits payable to the eitployee or the required contributions by 
the employer can be determined actuarially". 

Under existing ASPR l5-601 contractors cost for this type of plan are 
alLpwable, The Subcommittee unanimously agrees that revision of Section XV 
should authorize the contimance of such allowability, 

5. Deferred Distribution Profit Sharing Plan, 
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a* Definition and discussion. Also taken from Internal Revenue 
Service Regulation 118, Section 39«l65-l(a) (2), immediately following the 
above, is the definition of a "profit-sharing plan": 

"A profit-sharing plan is a plan established and maintained by an 
employer to provide for the participation in his profits, by his ..employees 
or their beneficiaries, based on a definite predetermined formula for de« 
termining the profits to be shared and a definite predetermined formula 
for distributing the funds accumulated under the plan after a fixed number 
of years, the attainment of a stated age, or upon the prior concurrence 
of some event such as illness, disability, retirement, death, or severance, 
of enploymont* A formula for determining the profits to be shared is 
definite, for example, if it provides for a contribution equal to (i) 
a specified percentage of the annual profits, (ii) a specified percentage 
of the annual profits in excess of the sum of .dividend commitments plus 
a fixed araount with an overall limitation, or (iii) a specified percentage 
of the annual profits not to exceed a specified percentage of the salaries 
of the participants or thoir contributions, if any, to the fuhd» A 
formula for distributing the accumulated funds among the participants 
is definite, for example, if it provides for a distribution in proportion 
to the basic compensation for. each participantt" 

Under a deferred distribution profit sharing plan approved by Internal 
Revenue Service, the employer may deduct such contributions from his taxable 
income and the employee pays income tax in the year in which benefits are 
actually received* The contributions, although prohibited from being 
actuarially determined, are under a fixed f ormala and payments are made to the 
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employees on the happening of specified events* A plan under which the employer 
has discretion in dotermining the amounts to be distributed will not be approved 
by Internal itevenue Service* 

The inco5je tax law limits the deductable contributions by the contractor 
to 1S% of the compensation of the participating employees. When an employer 
has credit carry-overs representing unpaid contributions, he may, in some 
circumstances, deduct for tax purposes for the particular year up to 30$ of 
the con5)ensation of participants. 

ASPR l5-601,2(f ) provides that for plans based on profits and approved by 
Intern?! Revenue Service, the amount allowable for apportionment to contracts 
in any one year shall be the amount contributed to the trust(s) for that year, 
but not to exceed 1$% of the total compensation otherwise paid or accrued in 
that ;ycar to the individuals covered under the plan. 

b. Position for Allowance . Certain Subcommittee members believe that 
such costs should be allowable within the limits hereinafter mentioned* 

1. Unlike a formal pension plan which provides for fixed contri^ 
butlons year-in and year-out, profits or no profits, a profit-sharing plan 
prirvides for contributions when a company^s earnings, if any, warrant such 
contributions* Ihe plans providing for these contributions are subject to 
review and approval by the Internal Revenue Service prior to acceptance by 
the Military Departiieni.s, and are hedged with restrictions and limitations. 
The contributions \inder such plans must be: 

(i) Paid into a trust 

(ii) Irrevocable 

(iii) Subject to qtiaHfications and limitations pf the 
agreement and the plans setting up the trust 
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(iv) For the exclusive benefit of the employees and of 
their beneficiaries 
(v) For the purpose of providing retirement income 
to their. employees at a stated age, or at death 
or after termination of services or disability, 
2# An issue here resolves itself around the term "profit-sharing". 
The proponents are of lihe view that although this is a part of the terminology 
used, the fact remains that' the contributions under profit sharing plans are 
part of employee compensation similar to other fringe benefits. Almost 30% 
of the approximately 365 plans in the category of pension and profit-sharing 
rotireiaent plans submitted to the Internal Revenue Service for the fiscal year 
ended 30 June 1953 were of a profit-sharing nature and the percentage has been 
steadily increasing. Not to recogrdze the fact that profit-sharing is becoming 
an integral part of industrial operatQ.ons is to overlook an important phase 
of industrial costs of operations^ 

3« A contribution made pursuant to a profit-sharing plan is one 
which is measured or determined by the amount of a contractor's earnilngs. It 
is true that if there are no earnings, no contributions are made. However, 
deferred benefits inuring to employees under a profit-sharing plan are con- 
sidered additional compensation and similar in principle to piece-rate com^ 
pensation and bonuses paid to production workers. 

km It should be pointed out that the contributions are irrevocably 
made to a trust fund and. employees participate in the benefits only in accordanc 
with the provisions of the plan^ One of the several requirements (all of which 
must be satisfied prior to approval of a plan by the Internal Revenue Service) 
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is that the sole purpose of the trust is to provide benefits for the emplcyees 
and their beneficiaries and that no part of the trust can revert to the eroployeri 

5» A contribution under a profit-sharing plan constitutes additional 
compensation for personal services rendered by the covered employees and if 
reasonable in amount represents a necessary and ordinary business expense for 
tax purposes* 

6^ To the extent that a contractor provides for reasonable fringe 
benefits^ such as retirement, by one method or another, whetlaer as a cost 
before determination of profits (as in the case of contributions under a pension 
trust) or after determination of profits appears to be immaterial provided the 
cost is reasonable and is in accord with the concept of a cost of doing busi^ 
ness and other factors to be considered in determining allowability of costs* 
The mechanics of the method of computing the cost- should not be the controlling 
criteria as to its allowabilityt The broader question to be considered is 
whether it is. a necessary and ordinary business expense, which from a com- 
petitive standpoint other contractors provide for by different methods and 
yai*ds ticks • 

c* ^Position for Disallowance* See paragraph ?• 
6* Immediate-Distribution Profit Sharing Plan ^ 

a. Definition, This type of enployee benefit plan provides com- 
pensation additional to take home pay as a reward for better than average 
performance as measured by profits of the contractor* The plan is thus 
essentially a- bonus plan dependent upon profits and the participating employees 
receive current benefits • 

Ihe coverage and extent of employee participation under the plan may 
be determined by a formal agreement between the employer and employee or may 
be entirely at the discretion of the employer* 
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On this type of plan the employee is subject to personal income tax 
and the employer Vs contributions are deductible from taxable income if the 
Internal Revenue Service Regulation as to reasonableness of total employee 
compensation is met# 

b* Position for Allowance ^ Employer contribution to immediate distri- 
bution of profit sharing plan should be allowable cost if such contributions 
meet the following tests j 

(1^ Paid pursuant to an arms length agreement between the con- 
iiractor and the employees before the services are rendered or ptlrsuant to an 
established plan consistently followed by the contractor which constitutes, in 
effect, an implicit agreement on the part of the contractoro 

(2^ Reasonable in Amount. For the purpose of determination of 
reasonableness the employer contribution shall not exceed 155? of the total 
basic compensation paid or approved to the participating employees in that 
year undor consideration# 

(3 J Paid for services actually rendered by employees^ 

(ij^ Available to all employees of the contractor or to all 
employees within a group or salary classification which is not unreasonably 
restricted* 

(5^ Allowable as an ordinary or necest^ary business expense for 
tax purposes • 

(6) Total employee compensation, including such profit sharing 
distribution, is reasonable in amoxint for such services^ 

?• Position for Disallowance ♦ Certain members believe that distribution 
of earnings to employees (contributions to profit sharing plans, deft3rred 
distribution or immediate distribution) and stock bonuses should not be recog- 
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nized as allwablvi costs* 

a# Ihc fixed fee negotiated is intended to represent the contractor's 
entire profit. To accept contributions to profit sharing plans as reimbursable 
costs is, in effect, giving the contractor an extra profit margin equal in 
amount to his contribution to the plan* The advantages gained in original 
negotiation of the fixed fee ate thereby nullified^ 

b» It is reasonable to expect that the compensation and fringe benefits 
to be reimbursable as costs of Government contracts should be definite and con- 
stitute a firm rather than a contingent obligation* One of the reasons f cr 
using a Cost- type contract is to eliminate contingency factors from the price* 

c* To encourage or support a type of retirement plan or compensation 
which is contingent upon a realization of sufficient prof its to make a contri- 
bution to the plan does not appear to be a sound policy since the Government 
would be relieving some contractors of risks which others are willing to asstimet 

d* In a profit sharing plan the contractor purparts to be sharing 
his profits with its employees. In actual practice under fina price com- 
mitments, the contractor would be sh.nring its earnings. However, when profit 
distributions are treated as costs in determining the final price, the con- 
tractor does not give up any profits* Furthermore, to the extent that profits 
under finn price comiTdtments are higher than profits under cost type contracts, 
the contractor may in fact receive additional profits not anticipated in the 
negotiation of the fixed fee* 

e* Payment by the Governraent to cover profits distributed to employees 
would constitute additional profit for distribution at the discretion of the 
board of directors* 

f • Profits do not vary directly with individual human effort of the 
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railk and flic worker^ Appearing before the Senate investigating committee, 

H. BordjTian Spalding, then Chairman of the Government Finance Comrdttee of the 

National Associc?.tion of Manufacturers, stated his belief in profit sharing for 

executives only. "I have a great deal of doubt and a great deal of reservation 

in regard to carrpring it much below ttie executive and junior executive position 

in any company." Explaining that executives constitute a smaller group, easier 

to educate, more quickly stimulated by profit participation opportunities^ 

James Gorton and his associates in an early study of profit sharing declared: 

"The effectiveness of profit sharing as an instrument for profit making is 

2/ 

greatest among high officers and among small groups.""" C. Canby Balder s ton. 

Dean of the University of Pennsylvanis « s Wharton School of Finance and Gammereq, 

addressing a conference of the American Management Association, stated: "Applied 

to wage earners, profit sharing does not appear to induce greater output, 

3/ 

quality or reduction of waste,"" The following are basic weaknesses in profit 
sharing as an incentive; 

(1) The payment of the bonus is dependent on profits, which are 
often influenced by factors that cannot be controlled by employees in general. 
This may result in a poor profit and no bonus in a year when workers have done 
a good job or a good profit and bonus in a year when the converse is true. 

(2) The bonus is usually paid annually, and this postponement 

of the payment of the rewards until the end of the year weakens its inoentive 

h/ 

value 

1»/ "The Senate Looks at Profit Sharing", Congressional ittgest, Jan,l939, p,30 

2./ James Gorton and others. Profit S^ai-ing and Stock Ownership for Employees, 
p. 200. 

3*/ C. Canby Balderston, "Administration of Supplementary Compensation Plan", 
Address, Conference on Personnel, American Management Association^ Feb.l?, 
I9ii8, A.M.A* Press Release, p. 1^ 

km/ L.P. Alford and H.Russell Beatty, Principles of Industrial Management, 1951, 
p# 680. 
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g» With regard to stock bonus plans, it is felt that a stock bonus 
pl?ji by itself does not actually and truly represent an incurred cost but 
usually results in a redistribution of the equity of all prior shareholders* 
Ihe cost of this distribution of ownership is not a cost of production and 
therefore should not be allowed. I^ere is no objection to employees obtaining 
a proprietary interest in the company, but let such interest take place by 
voluntary contributions on the part of the employees out of reasonable com- 
pensation paid, with arrangements for payroll deductions if more convenient. 

part II . 

Closely related to enployee benefit plans outlined in Part I of this 
report is the question of allowability of cost of stock bonus plans. 

Ihe proponents for the allowability of the cost of stock bonus plans feel 
in general that the same principles govern as those applicable to the recognition 
of profit sharing plans. Ihe position for disallowance is as stated in Para- 
graph 7 of P^^rt I. 

Part III 

1. Issues . The Section XV S^bcommittee due principally to the factors 
set forth in paragraph k below is unable to agree as to what extent if any 
costs of research and development should be allowable* Ihe Subcommittee there- 
fore seeks policy guidance from the ASPR Committee. In the event such costs 
should be allowable, then further instructions are requested on the extent of 
such, allowance. 

2. Present Suction XV . ASPR l5-20U(s) provides the following is allowable! 
"Research and development specifically applicable to the 

supplies or services covered by the contract." 
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ASPR l5-205(d) provides the following is unallowable: 

^General research, unless specifically provided for elsoir*iere 
in the contractt" 

ASP^i 15-502 (m) provides the following may require special consideration: 
"Research programs of a general nature"* 
3. D efinitions * In the proposed revision of Section XV, the folloidng 
definitions have been agreed upon* 

a* General resear ch (also referred to as basic, fundamental, pure and 
blue- sky) is that research in which the motive is the increase in knowledge or 
the advancement of the arts or sciences, with no direction of its applicability 
to any product or product line. The cost of performance of this type of research 
is supported either by the contractor (independent general research) or is 
reimbursed by contract or grant (sponsored general research)* 

b, Related research and development (also referred to as applied^ 
product and product line) is all research other than that included in (a) 
above* Generally, it consists of the application of known scientific principles, 
formulas or characteristics in the research for or the development of a product, 
or a product line* The cost of performance of this type of research is sup- 
ported either by the contractor (independent related research) or is reimbursed 
by contract or grant (sponsored related research), 

km National Policy Re: General Research . Ihe President in a press 
release dated 17 March 195li stated that the 1955 Budget included two 

billion dollars for R&D* He added^ "This rapid expansion of Federal respon* 
sibility requires prudent administration*^', and "I believe strongly that this 
Nation must extend its support of research in basic science*" On the sairie date 
Executive Order 10521 was issued conferring certain duties upon the National 
Science Foundation* Ihis Executive Order provides in part, "As now or hereafter 

11 


authorized or pormitted by law, the Found<?tior! shall be increasingly responsible 
for providing support by the Federal Government for general-purpose basic re- 
search through contracts and grants. Ihe conduct and support by other Federal 
agencies of basic research in areas which are closely related to their mLssions 
is recognized as important and desirable, especially in response to current 
national neads, and shall coiltinue." 

5# It is the opinion of some members of the Subcommittee that a strict 
interpretation of the Executive Order and the expressions of tlie President in 
the press release provides that (i) the National Science Foundation has the 
sole responsibility for the sup or t of general research and (ii) the Defense 
Dupartmont should not contribute thru overhead allocations toward the cost of 
a Contractor's independent general research. Other members of. the Committee 
are of the opinion that such an interpretation is too restirlctive. It is 
their opinion th-^t in the interest of National Defense the Defense Department 
must give financial support thru overhead allocations to a Contractor's inde- 
pendent research, both general and related. 

Ihe above raises several fundamental questions, (a) Is the sole support 
of independent general research the responsibility of the National Science 
Foundation? (b) Should Defense give support to independent general research 
through allocation of overhead? (c) May Independent general research be 
considered as closely related to a defense mission and therefore be supported 
through overhead allocation? 

6% With respect to the problem of independent related research, present 
Section XV limits reimbursement to such research specifically applicable to 
thu supplies covered by the contract. One of the difficulties in this area 
is determining whether independent related research is "specifically appli- 
cable to the supplies" • If the research is applicable and the program is a 
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good one, wotild not a R & D contract be more appropriate? Under present ASFR 
procedure;, the Government may indirectly contribute to a contractor's inde- 
pendent I'elated research. If such research is successful and results in an 
"item useful in National defense", the Government may again pay for the re^ 
search Uirough future procurement* 

?• As a corollary aspect to tlie foregoing, to what extent if any, should 
production funds be used to support eitlier general or related research? . 

H. H. GALLUP 
C}iairraan 

Section XV Subcommittee 
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OFFICE OF TiiE ASSISTANT SECRETARY OF DEFENSE 
Wa'shihgtoh 25, C. 

Supply fit Logistics I7 September 1953 

l^MORAl\n)UM FOR THE CH/lIRmN, ASPR COl-EGTTEE 

SUBJECT: Case - Revision of Section XV - Contract Cost Principles 


I. PROBLEM: 

To amend the report of the Patents Subcommittee on the subject 
material in memorandum dated I6 September 1953, in view of action by 
the ASPR Committee at its 15 September 1953 meeting, rejecting the 
Subcommittee's proposal for a. paragraph 9-107.6 dealing with the prob- 
lem of allowance of costs for support of contractors' programs for both 
product research and improvement and for general research, 

II. RECOMi'EiJDATION: 

Referring to Tab A to the memorandum dated 16 September 1953, 
delete proposed revision of paragraph 15-313. 11(c) and^ substitute the 
following? 

"(c) See paragraph 9-10? for instructions as to patent . 
rights to be obtained when research or development work is 
called for or required in the performance of a contract or 
when allowances are made for costs for product research or 
iiiprovement . " 

HI. DISCUSSION: 

1. While the Patents Subcorrjnittee report commenting oh subject 
case is dated 16 September 1953, it had actually been coriipleted and 
processed for reproduction on lU September 1953. The report of 
16 September 1953 was predicated on acceptance by the ASPR Committee 
of the proposal for a new paragraph 9-107.6 contained in Tab A to the 
Subcommittee's report on Case 52-77 - Revision of paragraph 9-107 - 
Second Proposed Revision of Section DC, contained in memorandum for 
the Chairman, ASPR Committee, dated k September 1953. When the last 
mentioned report was considered by the .;SPR Committee at its meeting 
of 15 September 1953, paragraph 9-107.6 was rejected. It is therefore 


necessary for the Patents Subcommittee to revise its proposal for 
paragraph 15-313. 11(c) in its 16 September 1953 report to conform 
with tlie action by the ASPR ComidLttee. 

. PATENTS SUBCOM'ilTTEE 
BY; 

^ George Seevers (Navy) 
Jos. .1. Hill, -Capt. (;*rmy) 
Frank D, O'Connell (Air Force) ' 
Ray M. Harris, Chairman (OSD) 
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are chargeable directly thereto. Major items of cost readily identifiable with the 
contract or with other work of the contractor should be charged directly thereto* 
This principle may often be applicable to such elements of expense as f reight> 
travel, communications, engineering services, ^etc., as well as the normal items of 
materials and productive labor* HoT^^ever, when the contractor is engaged in mixed 
production, this principle must be applied consistently to the costing of both 
defense and non-defense products or services, in order to produce equitable results.* 
When the accotinting expense of direct costing of minor items would exceed the 
resulting benefits, individual items, otherwise allowable as direct costs, may be 
treated as indirect expenses* 

15-202 #1 DIriECT MATERIALS * The cost of direct materials includes the cost of all 
items purchased, supplied, manufactured or fabricated, which enter directly into 
the end product or which are used or consumed directly in connection with furnishing 
such product* Costs of reasonable overruns, spoilage, and defective work may also 
be included (as to defective work, see paragraph 7-203#5(c))* 

15-202*2 DIRECT LABOR^ The cost of direct labor includes salaries and wages speci- 
fically identifiable with and properly chargeable directly to the performance of 
contract or other work of the contractor* Average rates may be used where it is 
demonstrated by the contractor that the results are equitable* Direct labor may 
also include other associated costs such as payroll taxes and workmen's compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs » 

15-202*3 OTHER DIRECT COSTS # Where other items of cost are charged directly to the 
contract consistent with paragraph 15-202 above, the contractor must demonstrate 
that thqr are specifically related to the performance of the contract* When, how- 
ever, items ordinarily chargeable as indirect costs are charged to a Government 
contract as direct costs, the cost of like item^ applicable to other work of the 
contractor must be elimiiuited from indirect costs allocated to the contract* 
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15-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint ob- 
jectives, are acciMulated f or accounting purposes by departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 
tractor \3f a process of allocation^ Each element thereof is subject to the limita* 
tions of this part as to allowability^ 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance must be taken into account 
in determining the most suitable method or methods • The objective should be the 
selection of a method or methods which will distribute the indirect costs in a : '.r 
md equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform with generally accepted accounting practices, be 
applied consistently, and produce equitable results. Any significant change, such 
as in the nature of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing processes, 

or the products being produced, may require reconsideration of the methods previousl. 
in use to determine whether th^ continue to be equitable • Further discussion 
relative to allocation of the individual categories of indirect costs will be found 
in the subparagraphs below« 

l5-203iil INDIRECT MANUFACTURING AMD PRODUCTION EXPENSES . . Indirect manufacturing 
and production expenses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15*202 • Allocation of indirect manufacturing and produc- 
tion e:5)enses on a time basis, such as direct labor man*hours or machine-hours, is 
a method which generally producer accuracy and equity. Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and prime costs of units processed. The contractor may 
departmentalize or establish cost centers in order to distribute equitably the 
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indirect costs. The factors to be considered in determiningi the extent of depart- 
roentalization or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products • 

15-203*2 INDIRECT ENQIHBBRING EXPENSES # Indirect erigineering e^qpenses include 
engineering supervision, engineering administrative expense, engineering general 
supplies, and other related expenses. These expenses arise out of engineering 
activities which may include product design, tool design, experimental development, 
manufacturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting. 

Indirect engineering expenses should be allocated to the benefited activ- 
ities, i.e., contract and other work of the contractor (including independent 
research projects) on the basis of direct engineering man-hours expended, direct 
engineering labor dollars (exclusive of overtime premium), or other equitable basis. 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i.e., contract and other work of the contractor in accordance with 
paragraph 15-202. 

15-203.3 SELLING AMD DISTRIBUTION EXPENSES > The expenses in. this group consist of 
items which represent the cost of marketing the contractor* s products and include 
sales promotion, advertising, distribution costs and other related items. Generally, 
such expenses are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts for the reason that marketing> in the ordinaxy 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable demonstration of benefits to Government contracts and 
subject to the other provisions of this part,; there may be an allocation to govern- 
ment work of those expenses in this category which consist of technical, consxilting 
and such other beneficial services (including related supetvision and cleric:,! 
expenses) which are for purposes such as applicaticm and adaptation of the 
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outractor^s products rather than pure selling. Such costs should first be allocated, 
between the contractor's commercial line and its Qovemment contracts • The amount 
allocated to the latter should then be charged to the individual ccmtracts on any 
equitable basis • Because of the special problems that arise in this area^ it is 
usually desirable for the contractor to identify in its records by means of sub- 
accounts or otherwise^ the items of these expenses considered properly allocable to 
Government contracts • 

15^203 >ii GEITjiSAIi AMD ADMINISTRATIVE EXPENSES . General and administrative expenses 
consist of costs incurred in the overfall management > supervision and conduct of 
the business. Any recognized method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained. Some of the 
factors that should receive consideration in determining whether tt^e results are 
equitable are (i) the cost pattern of the Government contracts (that iSj the per- 
centage of the total cost of the contract , exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, axxd (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work. In addition, considera- 
tion should be given to any significant variations of inventories between accotanting 
periods, variations in the ratio of contract inventory levels to all other invent 
tory levels, and other relevant factors including those mentioned in para. l5-203(b). 
15-203.5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES . The base period for 
allocaticai of indirect expenses should approximate the period of contract performance 
or should be representative of that period. The base period shoiild be sufficiently 
long to avoid inequities in the allocation of costs. 

15-20U APPLICATIONS OF BASIC COST PRINCIPLES AMD STANDARDS TO SELECTED ITEMS OF COSI . 
This paragraph states, in scaae detail, applications of the basic cost principles 
and standards set forth in the preceding paragraphs of this part to certain seZ,t.c\.eC 
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items of cost# The statements herein apply irrespective of whether the particular 
item of cost is treated by the contractor as direct cost or as indirect cost. 
Failiare to mention any particular item of cost herein is not intended to imply 
that it is either allowable or unallowable* With respect to those items not speci- 
fically covered, as well as all the subparagraphs below, determination as to allow- 
ability I'Till be made in the light of the basic principles and standards herein and, 
where appropriate, the treatment of similar or related items in this Part. 
l5^20Utl ADVERTISINQ . Advertising expenses include the costs of advertising media 
and corollary administrative expenses. Advertising media include magazines, n . 
papers, radio and television programs, direct mail, trade papers, outdoor adver-i* 
oising, dealer cards and window displays, conventions, and exhibits, free goods 
and samples, and sales literature. 

a. The following advertising costs only are allowable: 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in Journals which are valuable for the dissemina- 
tion of technical information within the contractor' s indtistry. 

(2) Help wanted advertising, as set forth in paragraph 15-^20^.32. 
l5-20li#2 BAD DEBTS > Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claiias, and 
include related collection expenses and rela;ted legal expenses. These cdsts are 
unallowable. 

15^20U.3 BIDDBIG EXPENSE > Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to support the contractor' s price proposal or estimated 
cost of work performance. Bidding expenses of the current accounting period of 
both successfiil and unsuccessful bids normally will be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable in the current perioc 
to the Government contract. However, the contractor's established practice majr be 
to treat bidding expenses by scHne other recognized method. Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable. 

15-20U.U CAFaTEfllAS^ DINING ROCKS j AMD OTHER FOOD SERyiCES t This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operation of these services whether operated 
by the contractor or by a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 

cept for services from which the profits are irrevocably set over to an eir5)loyee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the employees at the site or sites of contract performance. Reasonable 
losses of operation from such seinrices are allowable when it is the polipy of 
the contractor to operate such services at no loss or profit; provided, however, 
that ai^ gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts r When it- is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
^d-11 not be allowed as a cost, unless authorized by special contract provision. 
1S*20U.5 CIVIL DEFENSE # Civil defense costs are those incurred in the planning for 
and the protection of life and property against the possible effects of eneiny attack. 
These costs are generally incurred pursuant to plans developed by local and state 
civil defense authorities. Examples of civil defense costs include cost in excess 
of normal plant protection expenses and may consist of first-aid training aiid 
rupplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Reasonable costs of civil 
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defense measures mdertaken on the contractor's promises pursuant to suggestiois or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

ourposes the costs thereof will be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles* Except as specifically 

civil 

provided in the contract, contributiaas to local/defense funds or projects not on 
the contractor's premises are \mallowable« 

1$-20U»6 COMPEMSATION ?(M PEHSQNAL SERVICBS . (To be inserted later on this page 
and pages 1509, 1510 and 1511 }• 
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15-20U>7 CQNTDIOENCIES s This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening. These 
costs are not allowable. (For self -insurance programs see paragraph 1S-20U#15)» 
15>20U>6 CONTRIBUTIONS AMD DONATIONS . Contributions and donations to establis^-?d 
nonprofit charitable, scientific and educational organizations are allowable j^ro- 
T-:: : t..: snch costs are reas<»iable and are properly allocated to all woric* 

The propriety of the amoimt of particular contributions and donations and 
the aggregate thereof for each fiscal period must be judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Government contracts. The amount of each allowable contribution mxist be deductible 
for pTirposes of Federal income tax, but the deductibility of the contribution for 
income tax purposes does not in itself justify its allowability as a contract cost* 
15-201^.9 DEPRECIATION t 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated residual 
value, over their estimated useful life in a systematic and logical manner. It 
involves a process of allocation, not of valuation* Useful life has reference to 
the prospective period of economic usefulness in the partic\ilar contractor's opera- 
tions as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an alloi>rable element of contract cost, provided the amount thereof 

is based upon original acquisitiwi cost. Depreciation will be accounted for by coi. 
sistent application to the asset(s) concerned of any generally accepted accounting 
principles, including those recognized by Section 16? of the Internal Bevexme Code 
of 195U, and should usually be allocated to the ccaitract and other work as an 
indirect cost* The amount of depreciation charged in any accounting period may 
vary with volijme of production or use of miultishift operations, provided the method 
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lollwed is consistent with basic objectives set forth in subparagraph a, above, 
c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for standby purposes • 

d« Unless otherwise provided in the contract , no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 
consistent accounting practice, fully depreciated on the contractor's books of 
account, 

e, I'Jhere the contractor has applied for, received, and accepted a deter-^ 
mnation of "true depr^eciation*^ from an Emergency Facilities Board covering an 
emergency facility acquired under a certificate of necessity, the amounts so deter- 
mined for *'true depreciation" over the emergency period (5 years) will be recognized 
in lieu of normal depreciation. After the expiration of the emergency period for 
the facility concerned where a determination of ''true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depreci- 
ated over its remaining useful life and will be the only amount recqgnized as 
allowable cost, subject to paragraph 15-20U,12, The contractor may elect to use 
normal depreciation rather than the "true depreciation" as determined by the 
Emergency Facilities Board, However, the method chosen after such determination 
of '^true depreciation" must be followed consistently throughout the life of the 
emergency facility, 

1$-20U>10 S^PLQ^EE MORALE^ HEALTH AND WELFARE , Included in this categoxy are ex- 
penses of health and welfare activities incurred for the improvement of working 
conditions and the improvement of employer-employee i^elations, employee morale, and 
employee performance • Examples of these activities are house publications, health 
or first*aid clinics, and employee counselling services. These costs are allowable 
when incurred in accordance with the contractor's established practice or custom in 
the industry or area and are reasonable and equitably allocated to all classes of 
work performed in the contractor's plants Income generated from any of these 


activities will be credit m to the costs thereof unless su... income has been 
irrevocably set over to employee welfare organizations. 

l$-20l4ll EOTERTAINMENT EXPE15E ^ This item includes the cost of amusement, diver- 
sion, social activities and incidental costs relating thereto, such as meals, lodg- 
ing, rentals, transportation and gratuities. These costs are unallowable. 
l^IrPAiiE EXCESS FACILITIES . This item includes the cost of maintaining and hous- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes* These costs are unallowable. The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract. 
l$-20ii.l3 FIMES Alfl) PENALTIES . Included in this item are those costs resulting 
from violations of, or failure of the contractor to con?)ly with, local, state and 
Federal laws and regulations. These expenses are not allowable except when incurred 
as a result of compliance with specific provisions of the contract or instructions 
in writing from the contracting officer. 

l5-20U.lli FRINGE BENEFITS . Friiige benefits are allowances and services provided 
by the contractor to its eir?)loyees as compensation in addition to regular wages 
and salaries. 

a. The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 

accordance with sub-paragraphs 15-20U.26, 15-20U.6 and l5-20li.37 respectively. 

b. The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and employee insurance (but see subparagraph 20U;l5e) is 
allowable to the extent required by law, employer- employee agreement, or established 
policy of the contractor that constitutes, in effect, an implicit agreement on the 
contractor's part, 

lg-20U.l$ INSURANCE AND IMDEI1NIFICATI0N . 

a. Included under this item are (1) those types of insurance which the 
contractor is required to carry \mder the terms of the contract, or by specific 
instruction of the contracting officer or his authorised representative, and 


(2) aniy^ other insurance for which the contractor seeks reimbursenent under the con- 
tract. The kinds of insurance ordinarily included in the first category are set 
Tit in ASPR 10-501t 

b* Costs of Government required Insurance ^e allowable within the 
limitations as to the extent of coverage and premium rates approved by the Goverir :eu 
Costs of other insurance ^ except that applicable to Government-owned property n are 
allowable provided (1) the insurance has been aHproved the militaiy department 
concerned or (2) in the absence of such appiwal requirement, the types of coverage, 
extent of coverage, and rates are reasonable under the circumstances • Costs allowed 
for use and occupancy insurance, however, will in principle be limited so as to 
exclude coverage of profit, interest, federal inccaae taxes, and any other items of 
expense unallowable under this part* 

C4 The costs of insurance or aiy reserve covering the risk of loss of or 
damage to Govemment-owned property are not allowable except to the extent that the 
Government may have required the contractor to carry such insurance* 

d« Provision for losses under a self insurance program are allowable 
T)rovided the program has been approved by the Military Departments concerned* 
iiotual losses sustained under such a self-insurance program are not allowable* 

e« The costs of insurance on the lives of off icers^ partners or propri- 
etors, are not allowable except where such insurance is part of an eiq)loyee plan 
which is not unduly restricted* 

f * Losses resulting from failure to insure (through self inswance or 
otherwise) are not allowable unless approved by the Department concerned* 

g* Cost of indemnification wiU be allowable only to the extent ex- 
pressly provided for in the contracts 

15-20U*16 INTEREST AND OTHER. FINANCIAL EXPaiSES t This item includes interest 
(however represented), bond discount and expenses, and the cost of financing and* 
refinancing operations as well as legal and professional fees paid in connection 
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with the preparation of a prospectus* cost of preparation and issuance of stock 
rights and expenses related thereto. (See also l$-20Ui2?)» These costs are un- 
allowable except for interest assessed ty State or local taxing authorities under 
the conditions set forth in subparagraph 15-«20U*39» 

l5-20lt.l7 LABOR RELATICatS > This item covers e3Q>ehses incurred in xaaintaining satis- 
factory relations between the contractor and his enployees* It includes the cost 
of shop stewards, labor management committees, empaoyee publications and other 
related activities. Costs incurred for these purposes are allowable. 
15-^20U.18 LOSSES ON OTHER CONTRACTS . This item covers any excess of costs over 
incaae under any and all other contracts, whether such other contracts are of a 
supply, research and development or other nature. Costs of this nature are not 
allowable as a cost of performance of the Government contract. 
1$»20U.19 MAINTENANCE AND REPAIRS . 

a. This item includes those costs necessary for the upkeep of property 

otherwise , x 

(including Government property unless/provided for) which neither adds to the per- 
manent value of the property nor appreciably prolongs its intended life but keeps 
it in an efficient operating condition. These costs are allowable. Ejq>enditures 
for plant and equipment which, according to generally accepted accounting princi- 
ples, should be capitalized and subjected to depreciation will be aUowable only 
on a depreciation basis. Cost of maintenance and repairs of excess facilities and 
of idle facilities (other than reasonable standby facilities) are not allowable. 

b. Deferred maintenance is defined as maintenance and repairs which for 
some reason such as abnormal operating conditions or lack of funds, is delayed to 

a future period. The cost of maintenance and repairs which has been deferred f ran 
a period prior to the contract is not allowable unless specifically provided for 
in the contract. Likewise, the estiinated cost of maintaiance and repairs nomally 
required but not accompUshed during the period of the contract will not be allowed 
as a cost unless specifically provided for in the cwitract. 
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1$-20U^20 MAITOFACTORING AND PRODUCTION ENGUffiERING . IJanufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manufacturing processes such as motion and time studty^ methods analysis, 
job analysis, and tool design and improvement and (2) current production problems, 
such as materials analysis for production suitability and component design for 
purposes of simplifying production^ These costs are allowable# 
15-20U>21 MATERIALS AND SUPPLIES ^ 

a* This item includes the net costs of such items as raw materials, 
parts, sub*assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the contractor, and may include such collateral items 
as inbound transportation and intransit insurance,* In computing materials costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(as to defective work, see paragraph 7-203#5(c)). These costs are allowable sub- 
ject, however, to the provisj.ons of subparagraphs b. through f • below* 

b* Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other credits 
include trade discounts, refunds, rebates and allowances, cash discounts available, 
credits for scrap and salvage and materials returned to vendors. Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportioned through credits to indirect costs. How- 
ever, where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed. 

c. When materialf? are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contract. 

d. If materials are issued from stock, any generally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are equitable. VJhere materials in stock at the 
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conunencement date of the contract have a provable replacement cost significantly 

higher than book cost, the contractor and the Government may, by contract provision, 
agree upon the use of a method of pricing based upon the fair value of the materials 
as of the date of the contract, but not in excess of replacement cost on such date. 
Such agreement should include identification of the types or kinds of materials 
involved and should be made at the time the contract is entered into and provided 
for therein* 

e* Reasonable charges arising fran difference between periodic physical 
inventory quantities and related material control records will be included in 
arriving at the cost of materials, provided that such charges (1) do not include 
"write-downs" of values, and (2) relate to the period of performance of the con- 
tract. All credits arising from differences between periodic plysical Inventory 
quantities and related material control records shall be taken into account* 

f» Ordinarily sales or transfers of materials, services and sipplies 
between plants, divisions, or organizations, under a coimnon control, shall be stated 
on the basis of cost to the transferor. In the case of any item regularly manu- 
factured and sold by any such transferor through commercial channels a departure 
from this cost basis is pennissible, provided that the price charged to the con- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (2) the prices of other 
suppliers for the same or substantially similar items. 

1$-20U.22 0RQIINI2ATIQN EXPENSES . This item consists of expenditures in connection 
with organiaation or reorganization of a business, Examples of such costs are in- 
corporatioi fee, attorneys fee, fees to promoters and organisers and costs of 
raising capital. These costs are unallowable. (See paragraph 1S-20U.16). 
15-20U.23 OTHER BUSINESS EXPENSES . Included in this item are such recurring ex- 
penses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders • meetings, proxy 
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solicitatioiB, preparation and publication of reports to shareholders, preparation 
and submission of required reports and forms to taxing and other regulatory bodies 
and incidental costs of directors and coramittee meetings i The above and similar 
costs see allowable when allocated on an equitable basis to all classes of work, 
lS«20Ui2U OmTIME. EXTRA PAY SHIFT AMD MDLTI-SHIFT PREMIUMS « This item consists 
of the pranium portion of overtime and shift payments to employees. Such premiums 
on direct labor may be classified as either direct or indirect labor costs, but 
the amount of overtime premium should be separately identified. When direct labor 
cost is the base for distribution of overhead^ overtime prenduma shall not be 
included therein* Cost <^ overtime and shift premiums on direct labor are allowable 
only to the extent expressly provided for in the contract or otherwise authorized 
by the Government. Cost of overtime and shift prandums for indirect labor is 
allowable without prior aK>roval, if reasonable, and the cost is allowable on a 
pro rata basis to commercial as well as government work. See ASPR 12-102 for 
further information concerning the policy regarding such authorization. The 
amount 6t overtime and shift premium cost charged en Government contracts shall be 
equitable in relation to the amount of such costs charged <m non-Government woric 
being concurrently perfomed in the contractor's plant and the factors which 
necessitate the incurrence of the cost. 

15-2014.25 PATENT EMPEWSES . Included in this item are such expenses as amortiza- 
tion of the cost of purchased p&tents and all costs leading to the issuance of 
patents, as well as the cost of infringement investigation and litigation. Amor«- 
tization of the cost of purchased patents applicable to contract products or pro- 
cesses is allowable. The cost of preparing disclosures and other r^orts as 
required by the contract and of preparing assignment and ether papers in connectioa 
with the filing of a patent application by or for the Goverrwient, and any expenses 
incident to patents incurred upon the written authorizatioa of the contracting 
officer, are allowable* AH ether patoit expeaaes and charges for the use of 
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patents where the Government has a license or the right to free use thereof, are 
unallowable unless otherwise provided in the contract • The cost of research and 
development work leading to patents is treated in subparagraph l5-20li.3U. 
15«20U.26 PtMSIOM PIAMS , 

a. A pension plan as used herein is a plan which is established and 
maintained by a contractor primarily to provide aystenatically for the payment of 
definitely- detexioinable benefits to his employees over a period of years, usually 
for life, after retirement. Such a plan may include disability, withdrawal, in- 
surance or survivorship benefits incidental and directly related to the pension 
benefits. Such benefits generally are measured by> and based on, such factors as 
years of service and cwapensation received ty the employees. The determinati<m of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent t«)on profits. Benefits are not definitely detenninable if funds 
arising from forfeitures on termination of services or other reason nay be used to 
provide increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by the enqployer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirement or over a 
period of years after retiremaat will be considered a pensioi plan, if, under the 
plan, either the benefits payable to the employee or the required contributions 
by the contractor can be detexroined actuarially. (Retirement plans which are based 
on profit-sharing shall be subject to paragraph 15-2Qii.6e). 

b« Pension plans which are subject to the approval of the Internal 
Hevenue Service must have been so apjaroved prior to consideration by the Ittlitaty 
Department j however, approval of the plan by the Internal Kevenue Service does not 
necessarily assure the allowance of ^e costs of such plan by the Militaxy Depart- 
ment. Consideration of a plan and the method of detexminatioi of cost thereof will 
be the responsibility of the Departoent to which audit cognizance is assigned and 
the subsequent action taken by that Department will generally be accepted by the 
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other Departments. Where pension and retirement plans of non-profit or other tax 
exempt organizations are not required to be reviewed and approved by the Internal 
Revenue Service, it wiU be the responsibility of the Department to which audit 
cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Militaiy Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are deteiroined to be reasonable in the case of non-profit or tax exempt organi- 
zations), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess contributions of previous years to the 
extent such contributions are claimed and allowed for tax purposes in the current 
taxable period. In cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and aUowed as 
contract costs* 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains wiU arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose employment will terminate 
before they acquire a vested right to the benefits purchased or funded by current 
costs. Mhen such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 
so that the current costs do, in fact, reflect the discount for the abnormal ter- 
irdnation credits or gains which are anticipated. However, most often such abnozmal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the tinie of contracting because neither the tixriing nor the severity of the termina- 
tion actions will be known. Under these ciroisustancesj the Oovexment's interest 
in such abndmal credits or gains will be preserved for retrospective evaluation 
and accounting* If a contractor has but one or relatively few Government contracts j 
an appropriate contractual provision may be used to preserve the Government's in- 
terest and provide for the retrospective accounting# In other cases ^ where a con- 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate contractual "side" 
agreement will be negotiated having application to all pension costs allowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that term is defined in the agreement, arising reason of a 
cutback or cessation of Government contract work« 

e# The allowability of costs of lump sum purchases of annuities or of 
lump sum cash payments made to provide pension benefits for retiring or retired 
emplc^ees other than incurred under approved pension plans will be subject to 
consideration on an individual case basis* 

l5-20lt>27 PLANT PROTECTION EXPENSES > This item includes the cost of wages, uni- 
f oms and equipment of personnel engaged in plant protection, supplies, depreciation 
on plant protection capital assets, and necessaxy e3q)enses to comply with military 
security requirements* These costs are allowable* 

15'*20U*26 PRECONTRACT COSTS * Precontract costs are those which are incurred prior 
to the effective date of the contract and which would have bemi allowable thereunder 
if incurred after such date* Such costs will not be allowed unless specifically 
set forth in the contract and may be limited to a period of t^ as well as to the 
type and amotoit of sxieh costs* 

1$-20U*29 PROFESSIONAL SERVICES - LESAL^ ACCOUNTINQ, ENGINEERING AND OTHER * 

a* This item includes the cost of professional services rendered by 
the men)be» of the particular profession separately engaged* These costs generally 
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are allon^able when reasonable in relation to the services rendered and are not 
contingent upon recovery of the costs from the Qovenuiient» 

b* Factors to be considered (among others) in determining the allowa«« 
bility of costs in a particular case arei (I) past pattern of such costsj partic* 
ularly in the years prior to the awaz*d of Qovemment contracts; (2) the impact of 
Government contracts on the contractor's business; (3) the nature and scope of 
managerial services expected of the contractor's own organization; and (h) whether 
or not the proportion of Government work to the contractor's total business is 
such as to influence the contractor in favor of incurring the cost^ particularly 
where the services rendered are not of a continuing nature and have little rela- 
tionship to work iHider Qovemment contracts* Retainer fees to be allowable must 
be reasonably supported by evidence of services rendered* 

c* The costs of legalj accounting and consulting services and related 
expenses incurred in connecticm with organization or reorganization^ prosecution 
of patent infringement litigation (except as provided for in l5-20l4#25) defense of 
anti-trust suits^ and the prosecution of claims against the Government are unallowable 
1$^20U.30 PROFITS AND LOSSES ON DISPOSITION OP PUNTt EQUIPMENT OR OTHER CAPITAL 
ASSETS » Included herein are gains or losses of any nature arising from the sale or 
exchange of plenty Bcpiiiaiienti or other coital assets^ including sale or exchange 
of either short or long term investments # Profits or losses on sale or exchange 
of capital as sets ^ including investments ^ will be excluded in computing contract 
costs» 

1$^20U#31 IffiCONVERSIOH EXPENSES > Reconversion e^enses are those incurred in the 
restoration of the contractor's facilities to approximately the same physical 
arrangement and condition existing immediately prior to commencement of the mili- 
tary contract work and include the cost of removal of Qovemment pxt>perty* Recon- 
version expenses are not allowable except that the cost of removing Government 
property and the restoration costs caused by such removal are allowable if specifi- 
cally provided for in the contract* 
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15^20^^32 REGRUITIWO EXPENSE ^ This item includes the costs of «help wanted" adver- 
tising and the operating costs of an enployment off ice necessaiy to secure and 
maintain an adequate labor forces It further includes the costs of operating an 
educational and aptitude testing program^ travel expenses of employees while engaged 
in recruiting perscnnel, and travel expenses of applicants for interviews for pro- 
spective employment. These costs are allowable. Where the caitractor uses private 
eiq)losment agencies, costs not in excess of standard commercial rates for such 
services are also allowable. Costs of special benefits or emoluments offered to 
prospective employees beyond the standard practices in the industry are not allowable. 
l5-20li.33 RENTALS OF PL4NT AND EQUIPMENT . (Including sale and leaseback of facili- 
ties.) This item includes esqpenses for (1) use of land, buildings, and equipment 
or other personal property, and (2) rental expenses under sale and lease-back 
agreements inctirred by contractors through sale of plant facilities to investment 
organizations (such as insurance companies) or to private investors and concurrently 
leasing back the same facilities. 

a. Rentals of plant and equipment under (1) above are allowable if the 
rates are reasonable in light of the type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement. 

b. Rentals specified in sale and lease-back agreements under (2) above 
are allowable only to the extent that such rentals do not exceed normal costs (such 
as depreciation,'' taxes, insurance and maintenance esqpenses) which would have beien 
incurred had the contractor retained legal title to the facilities. 

l$-20i;o3U PJiSEAjRCH AND DIWEimyENT . Research and development expenses (sometimes 
referred to as general engineering expense) for the purpose of cmtract costing 
are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental 
research, pure research and blue-sky research. 
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b« Related research or development ^ also referred to as applied research^ 
product research and product line research* 

(i) General research is that type of research which is directed 
towards increase of knowledge in science* It is research where the primary aim of 
the investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof* The allocable portion of 75$ of the 
allowable costs of a contractor's independent general research (that which is not 
sponsored fay a contract or grant or other arx^angement) shall be allowed in all 
cost type contracts under the following conditions: 

(a) The costs are equitably allocated to all work of the con« 
tractor other than its independent general and related research* 

(b) The contractor agrees to divulge to the Government the 
purposes and results of such independent general research* 

(ii) Related research is that type of research which is directed 
toward practical application of science, and Mevelopment^' is the systematic use 

of scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production engineer** 
iz^ (See l5*»20U*20}« The costs of a contractor's independent related researoh and 
development (that which is not sponsored a contract or grant or is not otherwise 
reimbursed to a contractor) may, if allocated on the basis of all production, be 
allowed as a cost under any cost type production contract if the researoh is re- 
lated to the contract product or product line* No portion of such research will be 
allowable under cost^type research and development contracts* 

G* Independent research projects will absorb their appz^priate share of 
the indirect^ expenses of the department where the research work is performed* 

df, Research and development costs, regardless of the nature, which were 
incurred in accounting periods prior to the award of a particular military contract, 
(including amounts capitalised and the cost of patents obtained) will not be 
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idlocated to that contract unless allowabla as pre«»contract costs (Paragraph 

15^20U#35 ROTALK PAYMENTS ♦ This item covers amounts paid or payable for the right 
to use pstents# Vlhere the use of such patent is necessary for the proper performance 
of the cmtract and where the Government does not already have a license or other 
right to use such patents^ the royalties are allowable to the extent expressly 
provided for elsewhere in the contract or otherwise authorized tqr the contracting 
of f ioer» 

l$>20Ue36 SERyiCE AND INSTALUTION EXPENSES > This item includes the costs of serw 
vicing the product installation^ and training personnel in the use^ maintenance and 
operation of the product* Such costs are allowable^ 

l5-20U4i37 SEyERANCE PA£ » Severance payj also C(xnmonly referred to as dismissal 
wages^ is a payment in addition to regular salaries and wages^ by contractors to 
workers ^ose employment is being terminated* 

The cost of severance pay is allowable only to the extent thatj in each 
oasst it is required (1) law, (2) enqployer-emplpyee agreementSj (3) established 
poliqy that constitutes^ in effecti an implicit agreement on the contractor's pax^^ 
or (li) the circumstances of the particular mployment* 

For contract costing purposes severance pay is divided into two cate** 
gories as f ollowss 

a« Homal Turnover Severance Pay * The cost of severance payments is 
allowable and must be allocated to all classes of work being perfomed in the 
contractor's plant at the time of psyment* However ^ where the contractor provides 
for accrual of pay for normal severances such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period* 

b* Mass Severance Par * The cost of abnormal or mass severance pay 
actually made upon cessatlm of work when there is no reasonable prospect of 
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continuing employment on other work of the contractor is allowable. The amount 
allowable shall be determined by assigning the total cost of actual mass severance 
payments to the entire period of en?)loyment with the contractor and equitably appor- 
^oning such cost to all business of the contractor performed during that period. 

A reservaUon in the final release of claims (See ASPR 7-203. U) may be 
made in the case of eonqpleted cost-reimbursement type coitracts when it is reason- 
able to assume that severance pay allocable to the contract will be made in the 
future. 

1$-20U.38 SPECIAL TOOLING , The term "special tooling" means property of such 
^ecialized nature that its \ise, without substantial modification or alteration, is 
^mited to the production of the particular si5>plies or to the performance of the 
particular services for >rtiich acquired or furnished. It includes, but is not 
limited to, jigs, dies, fixtures, molds, patterns, special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
j,t3 usefulness is limited to government contracts, is allowable and vlll be charged 
(^reetly to the government contracts. When such special tooling is acquired it 
shall be subject to the provisiais of the contract clause set forth in ASPR 13-503 
entitled, "Qovemment Property". 

l5-20li.39 TAXES * Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxes; (2) taxes in connecti<»i with financing, refinancing 
or refunding operations (see paragraph 15-20U.16)5 (3) taxes from which exemptions 
are available to the contractor directly or available to the contractor based on 
an exonption afforded the Government; and (U) special assessments oa land which 
represent papital improvonents. 
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b. Taxes otherwise allowable under at above, bwt which may be illegally 
or erroneously assessed may be allowed as a cost of work performed, provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes; (2) agrees to comply with such 
instructions; and (3) if so directed by the contracting officer also agrees to take 
all necessary action in cooperation with and for the benefit of the Government, to 
determine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon* Interest and penalties incurr^ 
by a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost* Reasonable expenses of any pro- 
ceeding instituted by the contractor at the direction of the contracting officer 
to determine the legality of such an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Government, shall also be 
allowable as costs* 

c* Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties* If at the time the refund is received by the con- 
tractor, no defense contracts are being performed, the amount otherwise to be 
credited to contract costs shall be paid directly to the Government* 
1$-20U,U0 IRADEs BUSINESS^ TECHNICAL AND PROFESSIONAL ACTIVITIES * 

a* Memberships * This item includes costs of membership in trade, busi- 
ness, technical and professional organizations and such costs are allowable* 

b. Subscriptions * Thi? item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals* Such costs are allowable* 

c. Meetings and Conferences ^ Expenses representing the purchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose of the incurrence pf such expenses is the dis- 
semination of technical information or the stimulation of production, are allowable* 
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1S-20U.U. TRAINIHa EXPENSES * 

a» Thi9 item includes the costs of preparing and maintaining a program 
of instruction designed to increaee the over-all effectiveness of employees. In- 
cluded are the costs of the director of training and staff, training materials 
and text books when the training program is controlled by the contractor, and tui- 
tion, fees, training materials and text books when the training is in educational 
institutions* 

b. Such costs which are limited to on the job training are allowable 
when properly allocated* 

c* Costs of training in educational institutions are not allowable, 
except to the extent specifically provided in the contract. 

15-20U.U2 TRANSPORTATION EXPENSES , Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered* 

When such costs can readily be identified with the itans involved, they 
may be direct costed or added to the cost of such items* (See paragraph 15-20U*21) 
Where identification with the materials received cannot readily be made, inbound 
transportation e:q>ense may be charged to the appropriate indirect expense accounts, 
provided the contractor follows a consistent procedure in this respect* Outbound 
freight, if reimbursable under the tezms of the contract, should be treated as 
direct charges* 

l$-.20U*ii3 TRAVEL EXPENSES * This includes costs of transportation, lodging, sub- 
sistence and incidental expenses incurred by contractor personnel in a travel 
status while on official company business* 

a. Tz<avel expenses incxirred in the nomal course of over-all adminis- 
tration of the business and applicable to the entire business are allowable when 
properly sLLlocated* 
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b. Travel expeaaea directly attributable to contract perfoxmance ra^ 
be charged to the contract in accordance with the principle of direct coating* 

c. Subsistence and lodging including tips w similar incidental ex- 
penses may be reimbursed either on an actual or per diem basis. The basis selected 
should be consistently followed* 

d. Entertainment escpenses are not allowable. 

e. Costs of persomel movement of a special or mass nature are allow- 
able only when authorised or approved in writing by the Contracting Officer. 



y 


Subject: ASPR Case 53-44, Revision of Section XV 
Contract Cost Principles 


In connection with ASBCA case No. 16445/Appeal of Control 
Data Corporation, I would like copies of the following documents 
(in Case 53-44 file). 

(a) Subcommittee Memorandum to the ASPR Committee 
dated November 1 , 1955 including attached draft. * 

(b) Editing Subcommittee Report of March 9, 1956 
including attached draft. 

(c) American Institute of Accountants letter to Honorable 
Thomas P. Pike, dated 30 June 1955 including attached 
memo of Mr. M. E. Peloubet. 

(d) Excerpt from Committee^^rjj^eUng of 14 August 1957 
which records the Committee closing of ASPR case 53-44. 

At your preference the copies can be submitted to me or to the 
ASBCA (Case No. 16445). 
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During the discussion of Revised Section iV, tte question tras 

raised as to the effect of the now revenue legislation on depreciation 

costing. There follows a staff proposal on the subject. 

Depreciati on Cost Interpretation 
15-602 Depreciation. 

15-602.1 iSffective Date and Appiicabaity. This cost Interpretation 
pertains to paragraph 15-20li(d) and applies to payments oade for 
depreciation incurred under all existing and future contracts in which 
the contracted »s taxable year ends after 31 Deceraber 1953 . 
15-602.2 Interpretation. Any of the depreciation methods set forth 
in and as lijnlted by Section 16? of the Internal Revenue Code of 1951; 
shall be recognized for contract cost purposes; provided, that depreci- 
ation is recorded on that basis in the contractor's books of account. 


11 April 1955 


PiiOPOSED REVISION OF 
ASPR SECTION XV 
CONTRACT COST PRINCIPLES 

The following letter and enclosure has been transmitted 
for comments to ten industrial associations representing 
a cross-section of Defense contractors • 


The Departraent of Defense has had under development for some time 
through the Armed Services Procurement Regulation Oommittee> certain re- 
visions to Section XV of the Regulation applicable to cost-reimbursement 
type contracts • Drafts of the proposed revision to Part 2 thereof are 
enclosed for yoxir consideration and comments* Part 1 will contain only 
introductory rather than substantive material* 

In the development of this draft serious effort has been made to 
amplify the treatment of certain items of cost in the present Section IV, 
to minimize the need for departmental implementation! and to include more 
equitable coverage of additional items of cost incurred by contractors* 
In this revision each item of cost contains a definition, a statement as 
to the extent of allowability, unallowability, and whether specific pro- 
visions must be made in the contract to make the item allowable* 

We feel that this proposal has liberalized the treatment accorded 
certain controversial elements of cost and, in addition, has gone far in 
defining, delineating, and clarifying cost determinations \mder the Sec- 
tion in order to promote uniformity and minimize variations in its appli* 
cation* VJith respect to its application, or mis-application frequently 
complained of by industry, the recent issuance of Department of Defense 
Instruction No* 'Iil05*ll specifically cancels an earlier Munitions Board 
Instruction permitting use of these Cost Principles as a "working guide" 
by Contracting Officers in the negotiation of prices under fixed price 
type contracts; this Instruction together x^ith the statement of appli- 
cability presently contained in Part 1 of the. Section should do much to 
satisfy the objections of mis-application. 


It is requested that your comments or concurrence with respect to 
this proposed revision be forwarded to this office on or before 23 i^Iay 1955 • 


• rT^3/23/5!^ 1501 
; / • S'.JTION SUBCCiialTTEE 

15-^200 SC0?5 OF r£RT . This part sets forth principles and standards for the 
determination atid. allowance of costs in connection ^.>rith cost-^reimbursement tj'-pe 
contracts and cost-reimbursement tyoe subcontracts thereunder for procurement 
of supplies, services, and research and. development ^rork vrit^., organizations having 
commercial tjrpe accounting sj^-stems. However, this part does not apply to con- 
tracts for facilities, construction and architect-'engineer services related to 
construction* 

15^201 EaSIC PRETCIPLBS AND STil^lDARDS . 

a* Comr)osition of Total Cost * The total cost of a cost-rsimbursement 
type contract is the net sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion of allovrable indirect costs and (iii) applicable income 
and other credits • 

b^ F actors Affecting iD.lowability of Costs * The factors to be con- 
sidered in determining the allowability of costs include (i) reasonableness, 

(ii) applicc-tion of generall;'' accepted accounting princi:^les and practices, 

(iii) e::ercise of good business judgment in incurrence of cost, (iv) signifi- 
cant deviations in the established practices of the contractor which substantially 
increr-se the contract costs, and (v) anj'' limitations as tc types or amounts of 
cost itsms set forth in this Part 2 of Section !IV or othen^ise includiBd in the 
contract* 

c. Credits. The applicable portion of income and other credits, rebates, 
allowances, and equivalent benefits accruing to the contractor and which are 
related to any allowed cost will be credited to the Government either as a 
reduction in contract cost or 'by a caslx re-fund., as appropriate* 

d, Cont rgctor ^ s Accounting System ^ The requirsr-ients concerning record 
keeping and c.jovovcX of the cpntrixtor ' s accounting procedures and practices 
are set forth in the ''Records Clause (^ee aSPR 7-203*7). 


15-202 DIPJ^CT COSTS . Subject to the provisions of oaragraph 15-201, alloi/able 
direct costs are those itams of cost, or ?.ggregate thereof, which can be iden- 
tified specif ic^"*? 7 with at^r objective, service, progr^ or project under the 
contract aiad. are chargec.ble directly theveto* Major items of cost readily iden- 
tifiable with the contract or with othsr work of the contractor should be charged 
directly thereto^ Tliis principle may often be applicc. le to such elements of 
er^Dense is freight, travel, communications, engineering seirvices, etc., as v;ell 
as the normal items of materials and productive labor* However, when the con- 
tractor is engaged in mixed production, this principle must be applied consist- 
ently to the costing of both defense and non-defense products or services, in 
order to produce equitable results, ^.hen the accounting expense of direct costing 
of minor items would exceed the resulting benefits; individual items, otherwise 
allowable as direct costs, may be treatsd as indirect expenses. 
15-202.1 DFGCT MTSRIAIS > The cost of direct materials incl.udes ths cost of 
items j;nircha£ed, supplied, manuf ..ctured or .''abric. ted, v/hich' enter directly 
into the end product or which are us:d or consumed directly in coimection with 
furnishing such 'Toduct. 

15 -202.2 DI!l^GT LABOR . The cost of direct labor includes salaried and v/ages 
specif ic.?.3.1y identifiable with and properly chargeable directly to the per- 
formance of contract or other vork of the contractor. It ma- also include 
other associated costs such as payroll taxes and worlonen^s compensation insur- 
ance, where it is the established prc-.ctice of the contractor to teeat these 
items as a part of direct labor costs. 

15-202,3 OTIER DIRSCT COSTS . IJhere other items of cost are charged directly 
to the contrc.ct consistent ^rith paragraph 15-202 above, the contractor wist 
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demonstrate that they are s-pecif icalTy related to the -performance of the con- 
tract, ^Tien, however, items ordinarily chargeable as indirect costs are 
charged to a Government contr...ot as diroct costs, the cost 6f similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract* 
15-203 B^D IPJXT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accumulated for accounting i^urposes by departmental activity 
or other logical cost grouping and are chpTged to the contract and other work 
of the contractor by a process of allocation. E.3,ch element thereof is subject 
to the limitations of this part as to allowability, 

(b) No specific rules can be states as to the method of allocation of 
indirect costs because the actual condition in each inst^.nce must be tcken into 
?cCcount in determining the most suitable method or mehtods. The objective 
should be the selection of a method or method which will distribute the in- 
direct costs in a fair and equitable manner. The method used in connection 
with Government contracts must, in order to be acceptable, conform with 
generany accepted accounting practices, be applied consistently, and produce 
equitable resu.lts. Any significajit chejige, such as in the nature of the 
business, extent of subcontracting, fixed asset improvement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, may require reconsideri.tion of the methods previously 
in use to determine whether they continuo to be equitable. Further discussion 
relative to allocation of the individual categories of indirect costs will be 
found in the subparagraphs below. 
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15-203.1 INPre SCT Kei^WACTU^JNG im JPiODUCTICj^mgNSES. Indirect manufac- 
turing and production expenses consist of costs v;hich arc necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance vrith paragraph 15-20?, Allocation of indirect manuf^.cturing 
and production aripenses on a time basis, such as direct labor man-hours or 
machine^hours, is a method v/hich generally produces accuracy and equity • Other 
acccptc^ble V.ses, in appropriate circumstances, include direct labor dollars 
(exclusive cf overtime premium), units processed and prime costs of units ]?ro- 
ccssed. In some instt^nces, it may be necessarj*^ to departmentalize or establish 
cost centers in order to distribute oquitj.bly the indirect costs. The factors 
to be considered in determining the G:rbent of dcpartmentclization or establish- 
ment of cost centers include variety of products, corapicxity of processes 
and relative labor and f:.cility requirements for the v:rious products, 
15-203 > 2 IMDIRSCT ENGIi>3?;RryG SJgSNSES , Indirect engineering expenses, con- 
sist chiefly of engineering supervision, engineering administrative ex-pense 
and engineering general supplies. These expenses arise out of engineering activities 
which include product design, tool design, experimental development, manu- 
facturing and production development, layout of production lines, deter- 
mination of machine methods and related blueprinting and drafting. 

Indirect engineering cx:?enses should be allocated to the benefited 
activities, i.e., contract and other work of the contractor on the basis of 
direct engineering man-hours escponded, direct engineering labor dollars 
(exclusive of overtime premium), or other equitable basis. Direct costs of 
engineering activities sh::>uld be charged directly to the benefited activities, 
i.e., contract and other work of the contractor in accordance vith paragrpah 
15-202. 
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15-203 #3. SEIiLE^'G MP DISTRIBUTIOW EXPgNSES t The expenses in this group consist 
of items which represent the cost of marketing the contractor's products and 
include sales promotion, advertising, distribution costs and other related 
items • Generally, such expenses are not considered to be allwable as a charge 
to Government cost-reimbursement type contracts for the reason that marketing, 
in the ordinary commercial sense,, is not. necessary for doing business with the 
Government* However, dependent upon a reasonable demonstration of benefits to 
Government contracts and subject to th,e other provisions of this part, there 
may be an allocation to government work of those expenses in this category which 
consist of technical, consulting and such other beneficial services (including 
related supervision and clerical expenses) which are for purposes such as ap- 
plication and adaptation of the contractor's products rather than pure selling* 
Such costs should first be allocated between the contractor's commercial line 
and its Government contracts • The amount allocated to the latter should then 
be charged to the individual contracts on axiy equitable basis ♦ Because of the 
special problems that arise in this area, it is usually desirable for the con- 
tractor to identify in its records by means of sub-accounts or otherwise, the 
items of these expenses considered properly allocable to Government contracts • 
15-203 >li GENERAL AND ADMINISTRATIVE EXPANSES ^ General and administrative ex- 
penses consist of costs incurred in the over-all management, supervision and con- 
duct of the business* Any recognized method ox allocating general and adminis- 
trative expense is acceptable provided equitable results are thereby obtained* 
Some of the factors that should receive consideration in determining whether 
the results are equitable are (i) the cost pattern of the vjovernment contracts 
(that is, the percentage of the total cost of the contract, exclusive of general 
and administrative expenses, represented by each of the several cost components 
thereof) in relation to the cost pattern for the plant or activity as a whole, 
and (ii) the ultimate objective of distribution of these expenses in approximate 
ratio to the general and administrative effort involved in the two categories 


of work* In addition, consideration should be given to any significant varia- 
tions of inventories between accounting periods, variations in the ratio of 
contract inventory levels to all other inventory levels, and any other rele- 
vant factors such as those mentioned in paragraph 15-203 (b)# 

15-203 >5 BASE PEitlOD FOR iUJjGCATION OF UTOIRECT EXPENSES ♦ The base period for 
allocation of indirect esqpenses sho\ild approximate the period of contract per- 
formance or should be representative of that period* The base period should 
be sufficiently long to avoid inequities in the allocation of costs* 
I5^20li APPLICATIONS OF BASIC COST PRINCIPLES AND STANDAKDS TO SELECTED ITEMS 
OF COST * This paragraph states, in some detail, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certain selected items of cost* .The statements herein apply irrespective of 
whether the particular item of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular item of cost 
herein is not intended to imply that it is either allowable or unallowable*- 
with respect to those items not specifically . covered, determination as to 
allowability will be made in the light of the basic principles and standards 
and, where appropriate,' the treatment of similar or related items in this Part* 
All of the subparagraphs below are subject to the basic principles and stan- 
dards set out in paragraph 15-201* 

15-20U*1 ADVERTISING ^ Advertising e3q)enses include the costs of advertising 
media and corollary administrative expenses. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, and exhibits, 
free goods and saraples, and sales literature* 

a* The following advertising costs only are allowable: 

(1) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
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for sale but is placed for the purpose of offering finan* 
cial support to journals which are valuable for the 
dissemination of technical information within the con- 
tractor's industry • 
(2) Help wanted advertising, as set forth in paragraph 15- 20ii.33# 
15-20U>2 SAD DEBTS * Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include collection expenses and related legal expenses* These costs are un- 
allowable ♦ 

15-20U*3 BIDDINa EXPENSE * Bidding expenses are the costs of preparing bid 
estimates on potential contracts or projects, including the development of en- 
gineering and cost data necessary to support the contractor's price proposal or 
estimated cost of work performance* Bidding expenses of the cxsrrent accounting 
period of both successful and unsuccessful bids normally will be treated as in- 
direct expenses and allocated currently to all business of the contractor, in 
which event no bidding expenses of past accounting periods will be chargeable 
to the Government contract* However, the contractor's established practice may 
be to treat bidding expenses by sonc other recognized r.icthod, Rcsardlcss of 
tlic racthod used, the results obtrined may be accepted only if found to be # 
•rDsrsoriable and equitable. 

l5-20U*ii Citf'ETERIAS, DINING ROOMS^ AiTO OTHER FCX)D SERVICES * This class of 
expenses consists of cost, less revenue, of operating or furnishing facilities 
for cafeterias, dining rooms, sales stores, canteens, lunch wagons, vending 
machines, or other types of services for contractors employees at the contrac- 
tor's facilities* Profits accruing to the contractor from the operation from 
these services whether operated by the contractor or by a concessionaire, will 
be treated as a credit to costs of all production wittiin the contractor's 
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plant in which the services are fumished| except for services from which the 
profits are irrevocably set over to an employee welfare organization of the 
contractor in amounts reasonably useful for the benefit of the employeeBat the 
bid location. Reasonable losses from operation from such services are allowable 
when it is determined that the contractor is intending to operate such services 
at no loss or profit. . The ^ains or losses from these services must be appro- 
priately allocated to all activities benefited including Government contracts • 
^Jhen such services are intentionally f\u:nished at a loss to the contractor, 
losses on such operation will not be alloi^ed as a cost, unless authorized 
special contract provision. 

15->20U»$ CIVIL DSFSNSE ^ Civil defense costs are those incurred in the planning, 
for and the protection of life and property against the possible effects of 
enen^^ attack^ These costs are generally incurred pursuant to plans developed 
by local and state civil defense authorities^ lixamples of civil defense costs 
include cost in excess of normal plant protection expenses and may consist of 
first-aid training and supplies, fire fighting training and equipment, posting 
of additional exit notices and directions and other approved civil defense 
measures t heasonable costs of civil defense measures undertaken on the con- 
tractor's premises pursuant to suggestions or requirements of civil defense 
authorities are allowable when allocated to all work of the contractor. In the 
case of capital assets, acquired for civil defense purposes the costs thereof 
will be depreciated over a reasonable number of years in conformity with gen- 
erally accepted accounting principles • Except as specifically provided in the 
contract contributions to local civil defense funds or projects not on the 
contractor's premises are unallowable • 
15-20U#6 C0I4PENSATI0N FOR PERSONAL SEflVICES . 

a» This item includes salaries, wages, deferred compensation and 
fringe benefits for services rendered to the contractor by employees as well 
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as fses paid to directors and committee members • Subject to specific limita-^ 
tions sot forth hereunder, such costs are allowable when the- total compensation 
is reasonable in light of the services rendered* 

b« Generally, the amount of compensation established by the contrac- 
tor vrill be considered commensurate with the services rendered* However, com- 
pensation of individuals such as corporate officials, directors, executives, 
department heads, partners and sole proprietors may be subject to special con- 
sideration and limitation as to allowability for contract cost purposes where 
amounts appear excessive. Some situations which may give rise to excessive 
compensation are where (i) the individual or member of his immediate family 
owns or is committed to acquire a substantial financial interest in the con- 
tractor's organization; or (ii) ownership of the contractor is limited to a 
small cohesive group; or (iii) the volume of Government contracts when related 
to the contractor's total business is such as to influence the amount of com- 
pensation* 

c# The cost of options to purchase stock of the contractor corpora- 
tion granted to employees is not allowable as an. item of cost. 

dt Bonuses to employees, such as production incentives and sugges- 
tion or safety awards, represent a part of their total compensation and are 
allowable when appropriately allocated, if they are: 

(1) Paid pursuant to an arms length agreement between the con- 
tractor and the employees before the services are rendered or pursuant to an 
established plan consistently followed by the contractor which constitutes, in 
effect an implicit agreement on the part of the contractor. 

(2) Reasonable in amount. 

(3) Paid for current services actually rendered by employees, 
(li) Available to all employees of the contractor or to all 

employees within a group or salary classification which is not unreasonably 
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restricted* 

(5) Allowable as an ordinary or necessary business expense for 

tax purposes. 

(6) Not restricted to officer or other employee stockholders or 
are not distributed on the basis of stockholdings* 

(7) Total employee compensation is reasonable in amount for 

such services* 

e« Profit sharing plans * 

(1) As used herein profit sharing is construed to be ar^r plan 
(immediate or deferred-regardless of method of payment or participation) which 
includes, in whole or in part, a formal sharing of profits or is in any manner 
measured by dependent upon or contingent upon profit* 

(2) ixcept as provided in (3) below, the cost of profit-sharing 
plans shall be allowable under the following conditions: 

(i) Compensation pa/able under immediate distribution plans 
is allox^able subject to the criteria set forth in subparagraph d* above and 
g* below* 

(ii) Employer contributions under deferred distribution profit* 
sharing plans, to be allowable costs, must meet all pertinent conditions set 
forth under subparagraph d* above and g* below and, if subject to Internal 
Revenue Service consideration, must have their approval* The carry-over pro- 
visions of the regulations of Internal Revenue Service with respect to contri- 
butions under qualified deferred distribution profit-sharing plans shall not be 
recog-nized for Government contract cost determination puz^poses* Forfeitures 
of non-vested benefits under a profit-sharing plan will be treated in accordance 
with the principles stated in paragraph l5-20U*27(f )♦ 
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(3) Unless otherwise provided hy special contract provision, the 
cost of profit-sharing plans shall not be allowable in the following situa- 
tions: 

(i) The business of the contractor at the time of entering 
into the contract is less than 1S% with non-aovemmental customers, taking 
into account the amount of the contract in question • 

Stock bonus plans t Stock bonuses which are not disallowed by 
the provisions, of subparagraph e* above are acceptable as a form of compensa- 
tion, and the costs thereof are allowable subject to all conditions pertinent 
under sub-paragraph d» above and g. below and meet the following requirements: 

(1) The valuation placed on the stock for the purpose of cal- 
culating such cost must be computed on a sound basis # 

(2) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed thereto are fair and ' 
reasonable • 

(3) Bonuses paid in the form of previously unissued stock of 
an affiliate will not ordinarily be allowed unless it can be demonstrated 
that there exists a bona fide arms-length agreement and the values ascribed 
to such stock are fair and reasonable^ 

(U) Claims for accruals of compensation under a stock bonus 
arrangement prior to acquisition of stock by employees will not be allowable 
unless arrangements are made for appropriate credit adjustment of costs in 
the event such stock is not acquired by employees • 

g#. For the purpose of determination of reasonableness, the employer 
contribution under profit sharing plans and stock bonus plans shall not ex- 
ceed, in the aggregate for each participating emplqyee, 15% of the total basic 
compensation paid or accrued to such employees in the year under consideration* 
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. h. The determination of allowability of the cost of pension and re** 
tireiaGnt plans, training expense, overtime, extra pay and multi -shift premiums 
and other f range benefits will be in accordance with paragraphs 15*20U»27, 
I5*20i;#li3^ 15-20U»25, and l5-20l;#lli respectively* Any form of compensation to 
an employee not specifically mentioned in this part 2, in addition to those set 
forth in this paragraph, will be given consideration as a part of total compensation 
l5'*gOU*7 CQNTIHaENCIB5 » This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening* 
These costs are not allowable • (For self -insurance programs see paragraph 
l5-20ii.l6)* 

l5-20lir8 CONTRIBUTIOMS Al^D DONATIONS . Contributions and donations to estab- 
lished nonprofit charitable scientific and educational organizations are allow- 
able provided that such costs are reasonable and are properly allocated to all 
workt 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to 
the placing of Government contracts. The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but the Reductibility 
of the contribution for income tax purposes does not in itself justify its 
allowability as a contract cost. 
l5-20li*9 D£FR5CIATI0N > ' 

a* Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated 
residual value, over their estimated useful life in a systematic and logical 
maimer* It involves a process of allocation, not of valuation* 'Iseful life 
has reference to the prospective period of economic usefulness in the particular 
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contractor's operations as distinguished from physical life* 

b» Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost* Depreciation will be accounted for by 
consistent application to the asset (s) concerned of any generally accepted 
accounting principles and should usually be allocated to the contract and other 
work as an indirect cost* The amount of depreciation charged in any accounting 
period may vary with volume of production or use of multishift operations, pro- 
vided the method followed is consistent with basic objectives set forth in 
subparagraph a* above. 

Ct Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby purposes. 

d* Unless otherwise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor's consistent accounting practice, fully depreciated on the contractor's 
books of account* 

e* Where the contractor has applied for and received a determination 
of "true depreciation" from an Emergency Facilities Board covering emergency 
facilities acquired under certificates of necessity, the amounts so determined 
for "true depreciation" over the emergency period (5 years) will be recognized 
in lieu of normal depreciation* After the expiration of the emergency period 
for the facilities concerned where a determination of "true depreciation" has 
been made, the remaining undepreciated portion of the cost of such facility will 
be depreciated over its remaining usefiil life and will be the only amount recog- 
nized as allowable cost, subject to paragraph 15-20U*12* The contractor may 
elect to use normal depreciation rather than the "true depreciation" as deter- 
mined by the Emergency Facilities Board* Hoviever, the method chosen after such 
determination of "true depreciation" must be followed consistently throughout 


the life, of the emergency facilities # 

15-'20U>1Q ISMPLOJES, MOiiaLE, H5ALTH AInID WELFARE ^ Included in this category ^re 
expenses of health and welfare activities incurred for the improvement of 
worlang conditions and the improvement of employer-employee relations and 
emplc^'^ee performance • Examples of these activities are house publications, 
health or first-aid clinics, and employee counselling services • These costs 
are allowable when incurred in accordance with the contractor's established 
practice or^ custom in the industry or area and are reasonable and equitably 
allocated to all classes of work performed in the contractor's plant* Income 
generated from any of these activities will be credited to the costs thereof • 
15-20U>11 EI\[T£RTAINMEI^T EXPENSE > This item includes the cost of amusement, 
diversion, social activities and incidental costs relating thereto, such as 
meals, lodging, rentals, transportation and gratuities • These costs are 
unallowable ♦ 

l5->20li>12 EXCESS FACILITIES ^ This item includes the cost of maintaining and 
housing idle and excess facilities, except those reasonably necessary for 
contract performance standby purposes. These costs are unallowable • The 
costs of additional plant capacity reserved for defense production shall be 
the subject of a separate contract • 

l5-2Qli#13 FINES mP PEt]ALTIES > Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state 
and Federal laws and regulations • These expenses are not allowable except 
when incurred as a result of compliance with specific provisions of the contract 
or instructions in writing from the contracting of f icer^» 

1$-20U»1U FRINGE B£i\IEFITS > Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regular 
wages and salaries » 
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a» The determination as to the alloi^ability of the cost of 
pension and retirement plans, profit sharing and other bonuses, and severance 
pay Kill be in accordance with sub-par agrs phs 15-204.27, 15-204*6 and 15-204*38, 
respectively, 

b. The cost of other fringe benefits such as pay for vacations, 
holida5?-s, sick leave, military leave and eruployee insiarance (but see Aub- 
paragraph 204#l6e) is allov3ble to the extent reqiiired bf, law, employer* 
employee agreement, or established policy of the contractor that constitutes, 
in effect, an implicit agreement on the contractor's part. 
15>2 04.15 IN ITI:X laOiyUGTIOK COSTS > Initial production costs, kno^^ also 
as "startinv-load costs", are non-continuing costs that arise in early sta^^es 
of production because of the contractor's lack of experience with particular 
mateilals, uanxofacturing processes or techniques involved* Such costs may 
coiisist of excessive material costs resulting from abnormal scrap los es, 
excessive direct labor costs and related overhead resulting from idle time 
due to testing and chai\ge in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor ♦ 

-vMle initial production costs are alloviable, the contractor vdll 
be e^qpected to w.ork actively to rinimize or eliminate them as rapidly as 
possible* In cases where these costs continue to an unwarranted extent after 
t .e contractor has been allo?/.ed reasonable time to learn to make the product 
efficiently, the excessive costs will be subject to disallowance* 
15-204*16 IHSljR :J:;C /.; D B ' ^ JU^N I FIG .TIOF 

a. Included unaer this item are (l) those tj^jes of insurance which 
the contractor is required to carry under the terns of tie contract, or by 
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specific instruction of the contracting officer or his autnorized repre- 
sentative, and (2) any other insurance for which the contractor seeks 
reidbursei^^.ent under the contract. The kinds of insurance ordinarily 
included in tJie first category are set out in iiSPil 10-501. 

b. Costs of GoverniEeiat required insurance are allovfable vdthin 
the limitations as to the extent of coverage and premium rates approved by 
the Government* Costs of other insurance, except that applicable to Govera- 
ment-ovned property, are aUowable provided (1) the insurance has been approved 
by the military department concex^ned or (2) in the absence of such approval 
requirement, the types of coverage, extent of coverage, and rates are 
reasonable under the circumstances. Costs allowed for use and occupancy 
insurance, however, vdll in principle be limited so as to excli;de coverage of 
profit, interest, federal income taxes, and any other items of expense 
unallowable undisr this part, 

c. The costs of insurance or any reserve covering the risk 

of loss of or dcmage to Governinent-ov.ned property are not allovfable except 
xa the extent that the Government may have required the contractor to carry 
such insurance, 

d. The costs of a self insurance program are allowable provided 
tlie program has been api.roved by the iiUitary Departments concerned, -xtual 
losses sustained under sach a self-insurance program are not allowable. 

e. Ihe costs of insurance on the lives of officers, partners or 
ja-oprietors, are not allowable except vhere such insurance is part of an 
employee plan which is not unduly restricted, 

f. losses resultir^ from failure to insure (through self insurance 
or otherwise) against a contingent loss or danage, vihere a reasonably prjjdert 
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business organization Kould have insured against such loss or daircrjv, 
are not allowable. 

Cost of Indemnlficatioji ydXl he allowable only to the 
extent exprtissly provided for in the contract. 

i5z204jl2 INTER I IST .J.D OT n. R FIKr^rCI X r^-iloZS . This item includes 
interest paid or accrued (regardless of the nature of the obligation vrhich 
gives rise to the interest cost), bond discount and expenses, and the cost 
of financing and refinancing operations as well as legal and professional 
fees paid in connection withihe preparation of a prospectus, cost of 
preparation and issuance of stock rights and expenses related thereto. (See 
also 15-204.24) • These costs are unallov;able except for interest assessed 
by State or locsl taxing authorities under tlie conditions set forth in 
subparagraph 15-204.40. 

15-204 . 16 LaBuI H^LiTIuia. ^ This item covei s expenses incurred in maintain- 
ing satisfactory relations betv;een the contractor and his employees. It 
includes the cost of shop stewards, labor management committees, employee 
publications and other related activities. Costs incurred for these purposes 
are allowable. 

15-204> 1 9 LOSSZS ON OTri'^R COiTR.^;CTS > This item covers any excess of costs 
over income under any and all other contracts, whether such other contracts 
are of a supply, research and development or other nature t Costs of this 
nature are not allov:able as a cost of performance of the Government contract. 
15-204.20 MAlNTSKi iKCi: JD J Cf^II iS. (a) This item includes those costs 
necessary for the upkeep of property which neither adds to the permanent 
value of the property nor appreciably prolongs its intended life but keeps 
it in its efficient operating condition^ These costs are allowable. Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
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principles, should be capitalized and subjected to depreciation will be 
alloTjable only on a depreciation basis. Cost of maintenance and repairs 
of excess facilities and of idle facilities (other than reasonable standby 
facilities) are not allowable. 

b. iief erred maintenance is defined as maintenance and repairs 
wiiich for some reason such as abnormal operating conditions or lack of f UTids, 
is delayed to a future periods The cost of maintenance and repairs which 
has been deferred from a period prior to the contract is not allowable unless 
specifically provided for in the contract. Likewise, the estimated cost of 
maintenance and repairs normally required but not accomplished during the 
period of the contract iriJ.1 not be allowed as a cost uziLess specifically 
provided for in the contract. 

15-20U>21 mWACTURING AND PRODUCTIOM SMGINEERIMG . Manufacturing and 
production engineering includes the cost of engineering activities in 
connection with (1) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and improvement and 
(2) current production problems, such as materials analysis for production 
suitability and component design for purposes of simplifying production* 
These costs are allorrable. For purposes of distribution, such costs should 
ordinarily be divided into tvo categories: (i) those which directly benefit 
a contract, a project, or a product line and (ii) those expenses which are 
not subject to direct costing# Items in category (i) should be charged 
directly to the contract or project or allocated to the products in the 
product line* Costs in category (ii) should be allocated to all benefited 
work. 
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15-204^22 xj iTiJ lI.Xo ..ivD SUFILIJS ^ 

at This item includes the net costs of such items as raw 
materials, parts, sub-as sembliesj components, and manufacturing supplies, 
^vhether purchased outside or manufactured by the contractor, and may include 
such collateral items as inbound transportation snd intransit insurance, 
ihese costs are allovjable subject, hov/ever, to the provisions of subparagraphs 
b through f beloi:» 

b* Costs of materials and supplies shall be suitably adjusted for 
applicable portions of inccMne and other credits. Such income and other 
credits ir.clude trade discounts, refxands, rebates aiid allov<ances» Cash dis- 
counts available, and credits for scrap and salvage and ri;aterials returned 
to vendors. Hox.ever, v.here the contractor can demonstrate that failure to 
take cash discounts vas due to circumstances beyond his c<»itrol, such lost 
discounts will be allowed. 

c. hen liiaterials are purchased specifically for and Identifiable 
solely vitb perforaance under a contract, the actual purcl.ase cost thereof 
should be charged to the contract. 

d. If materials are issued from stock, any generally recognized 
method of pricing such materials vdll be acceptable, provided the method is 
consistently applied and tl e results obtained are equitable* VJhere materials 
in stock at the ccn^encement date of the contract have a provable replaceij-ent 
cost significantly higher than book cost, the contractor and the Governnient 
may, by contract provision, agree upon the use of a nethod of pricing tased 
upon ti e fair value of the materials as the date of the contract, but 

not in excess of replacement cost ^ such date* Such agreement should 
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include identification of the. types or kints of materials involved and 
sho\ad be made at the time the contract is entered into and provided for 
therein. . 

e. Reasonable charges arising from difference between periodic 
physical inventory quantities and related material control records wiU be 
included in arriving at the cost of materials, provided that such charges 
(i) do not include "t;rite-dovms" of values/and (ii) relate to the period 
of performance of the contract, .01 credits arising from differences betivei 
periodic physical inventory quantities and related mate ial control records 
shall be taken into account. 

f. <jrdinarily sales or transfers of materials and supplies 
between plants, divisions, or organizations, under a coi-onon control, shall 
be stated on the basis of cost to the transferor. In the case of any item 
regularly nianufectured and sold by any such transferor through coiiai^.ercial 
channels a departure from this cost basis is pennissible, provicled thatj. 
the price changed to the contract does not excead the lo\Ner of (i) the 
transferor's sales price to its most favored customer for the same item 

in Uke quantity, or (ii) the prices of other suppliers for the same or 
substantially similar items. 

li-2U.23 CRGANIgmow EXEENSE3. Ihis item consists of expenditures in 
connection with organization or reorganization of a business. Sxanples 
of such costs are incorporation fee, attorneys fee, fees to promoters and 
orgenizers and costs of raising capital. iTiese costs are unallowable. (See 
parafercph 15-204.17). 


X ^20li.2k OT rlia BU SIKE33 BX^EISIS , Included in this item are such 
recurring expenses as registry and transfer charges resulting from 
changes in ovmership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of annual reports to shareholders, preparation and submission of required 
reports and forms to taxin;^ and other regulatory bodies and incidental 
costs of directors and committee meetings t The above and similar costs are 
allovable vjhen incurred in reasonable amounts in accordance vjith the contractor's 
established practices and are allocated on an equitable basis to all classes 
of Trjork* 

15>204>25 0V3RTL .Z. :^iCl'R.. P.J SHIFT .^ D i.D.i.TI 5HI FT ia:a.IUi.S . This item 
consists of the premium portion of overtime and shift payments to employees. 
Such premimas may be classified as either direct or indirect labor costs, but 
the amount of overtime premium should be separately identified* hen direct 
labor cost is the base for distribution of overhead, overtime premiums shall 
not be included tiierein* Cost of overtime and shift premiums are allowable 
only to the extent e^ressly provided for in tne contract or othervise author^ 
ized by the Gtovernment* See ^PR 12-102 for further information concerning the 
policy regarding such authorization, '^lie amount of overtime and shift premiiam 
cost charged on Government contracts shall be equitable in relation to the 
amount of such costs chaiged on non-Government work being concurrently per-* 
formed in the ccxitractor's plant and the factors which necessitate the 
incurrence of the cost, 

15-204 > 2 6 F/iT.->lT E}5}2v35S , Included in this item are amortization of the cost 
of purchased patents and all costs leading to the issuance of patents, as v;ell 
as the cost of infringement investigation and Ittigationt ;imortization of the 
cost of purchased patents applicable to contract products or processes is 
alloi/able* The cost of preparing disclosures as required by the contract and 
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of. preparing assignment and other papers in connection with the filing of a 
patent application for. the uovernmenty and any expenses incident to patents in- 
curred upon the written authorization of the contracting officer, are allowable^ 
All other patent expenses and charges for the use of patents where the Government 
has a license or the right to free use thereof, are unallowable The cost of 
research and development work leading to patents is treated in subparagraph 
15-20U.35* 

15-20li^27 PENSION AND RETIREMENT- PLANS ^ • 

a. A pension plan as used . herein is a plan which is established and 
maintained by a contractor primarily to provide systematically for the payment 
of definitely determinable benefits to his employees over a period of years, . 
usually for life>. after retirement*. Such a plan may include disability, with* 
drawal, insurance or survivorship benefits incidental and directly related to 
the pension benefits Such benefits generally are measured by, and based on, 
such factors as years of service and compensation received by the employees • 
The detemination of . the amount of pension, benefits and the -contributions to 
provide such benefits are not dependent upon profits Benefits are not definite- 
ly determinable if funds arising from forfeitures on termination of service or 
other reason may be used to provide increased benefits for the remaining par- 
ticipants instead of being used to reduce the amount of contributions by the 
employer* A plan designed to provide benefits for employees or their benefi- 
ciaries to be paid upon retirement or over a period of years after retirement 
will be considered a pension plan, if, under the plan,, either the benefits pay- 
able to the employee or the required contributions by the contractor can be 
determined actuariallj''* 

b» Pension, and retirement plans which are subject to the approval 
of the Internal Kevenue Searvice must have been so approved prior to consideration 
by the iaiitary Department i however, . approval of the plan by the Internal Revenue 
Service does not necessarily assure the allowance of the costs of such plan by. 
the Military Department* Consideration of the plans will. be the responsibility 


1523 

of the Department to which audit cognizance is assigned and the subsequent action 
taken by that Department will generally be accepted by the other Departments • 
In cases where the Internal rievenue Service withdraws approval of a plan, 
amounts allocated to contract costs will be withdrawn accordingly. Where pen- 
sion and retirement plans of non-profit or other tax-exempt organizations are 
not required to be reviewed and approved by the Internal Revenue Service, it will 
be the responsibility of the Department to which atjdit cognizance is assigned to 
give consideration to the acceptability of such plans • 

c. The costs of acceptable pension and re ttrcwGnt plans, which are 
properly deductible from taxable income are allov/able except as otherwise deter- 
mined unalloi^able under this paragraph* The cost of retirement plans, which are 
based on profit sharing, shall be subject to paragraph l5-20iit6e# Costs of 
acceptable pension and retirement plans established by nonprofit or other tax- 
exempt organizations are also allowable except as otherwise determined under 
this paragraph • 

d^ Pension and retirement costs constitute a part of the total com- 
pensation hf a contractor to the individuals covered by the plan, and accordingly, 
are subject to the provisions of this section with respect to reasonableness of 
the total compensation paid to the individual for the services rendered. 
(See l5 -20at.6) 

e. The amoimt of the contribution subject to allocation as a contract 
cost will be limited to the maximum amount required to fund an approved plan, 

or the amount actually contributed, during the taxable year^, whichever is the 
lesser, Th:; carryover provisions of the Internal Revenue Codi^ vrith respeot to 
contributions ^r-.der pension and retirement p3.an^ shv^l not be recognized for the 
purpose of determining allowable pension and retirement costs under Government 
contracts^ 

f . Credits which arise under pension plans from various sources, such 
as dividends and cancellation of employee benefits which have not vested at the 


tiniG Df 'toraination of their employmont, r.!ast bo taken into account in en 
GquitablG nanncr in the determination of the allavTable pension and retirracnt 
contribution • Special provision for those credits is usually necossarjr r/hen 
the contractor's organization has substantially expanded for the perfomance of 
militar^^ contracts and there is a reasonable expectation that the employi!icnt of _ 
a large nuiiiber of the additional emploj^es trill be terminated upon curtailiiiont 
of militar;^^ work* Under these circTamstances, it i7ill be expected that an 
arrangement rrill be made r/hich v/ill res\ilt, as nearly as msy be practicable, in 
the Govcnxicnt's receiving the benefit of these credits to the sajne e:rbcnt as 
it origlnall3^ participated in the related costs • There are two general methods 
T/hich my be used, individually or in combination, in making such arrejigements : 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance. Determination of such allorj^iice generally 
is not an actuarial problem involving a calculation based upon knov:n fex:tors, 
but rather is an attempt to reach a negotiated agreement as to various uncertain 
or variable factors in a complex situation. 

(2) A retrospective determination at some time in the future "vhcn 
a more accurate estimate ca.n be made by virtv.e of experience T/liich may have 
developed. Until such determination, current costs, \7hich should he net of 
current credits r.ia.y be alloTred provided an appropriate contractual agreement can 
be reached trhich reserves the Government's right to future credits. 

g» The costs of lump sum purchases of annuities or of lump svja cash 
prjnncnts or periodic cash paj'mcnts ;:iado to provide pension or retirement 
benefits for retiring or retired employees ^ther than incvirred under approved 
pension apxl retirement plans are allovrablc only to the extent specifical3-y 
provided for in the contract. 

l$--20l;^28 ?Ixi;!T rilOTEGTIOK BZEirSES. This item includes the cost of plant 
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protQCuion measures such as wages of guards, equipment of guards (unif ornis, 
fircanris., Qtc»)> and depreciation on plant protection capital assets. For the 
purpose of contract costing, these expenses are divided into trro categories, 
nvnoljj nomrl plant protection G:qoonsos and special plant protection c:r?cnscs« 
ITorraal plant protection costs arc allowable and are allocable to all work in the 
plant. Special plant protection costs, T?!iich torn refers to an extension of 
the contractor's normal plant protection progrsjr* arc also allowable and allocable 
to specific Government contracts requiring special protection upon the specific 
direction and approval of the contracting officer. 

15-^201*. 29 PHECOrira ^lCT C OSTS . Precontract costs are those rrhich are incurred 
prior to the effective date of the contract and i:hich would have been allowable 
thGreundcr if incurred after such date. Such costs rail not be alloircd unless 
specif icallj'- set forth in the contract and nay be limited to a period of time 
as well as to the t;^c and amount of such costs. 

l5-20li.30 KlOFESSIOxuL SISVICSS ^ LEGAL3 ACCO UIIT IIX}^ Sr;3II^SERI?jS AM3 OTESR. 

a. This item includes the cost of professional scr^/iccs rendered 
by the members of the particular profession separately engaged. These costs 
generally arc allowable when reasonable in relation to the services rendered 
and are not contingent upon recovery of the costs from the Government. 

b. Factors to be considered (rinong otliers) in determining the 
alloiTability of costs in a particular case arc; (i) past pattern of such costs, 
pffjrticularly in the years prior to the a^vard of Government contracts; (ii) the 
impact of GoverriHcnt contracts on the contractor's business; (iii) the nature 
and scope of managerial services esrpccted of the contractor's orm organization; 
and (iv) whether or not the proportion of Government work to the contractor's 
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totr.1 business is such as to influence the contractor in favor of incurring 
the cost^ p?.rticularl3^ "^lierc the services rGndcrcd arc not of a continuing 
nature and have little relationship to v:ork under aovernment contracts.. Retainer 
fees to be allo^rablc must be reasonably supported bj^ cvidcnco of services 
rendered* 

c» The costs of legal, accounting and consulting services and related 
expenses incoTred in connection v-^ith organization or reorganization, prosecution 
of patent infringement litigation (except as provided for in 15-^201*^26), defense 
of anti-trust suits, and the prosecution of c?.ai:us against the Government are 
unallorrablc* 

i$-2oU,3i R^.oriTS a::d losses on dispcsitioii of plv-t, equibis-'.t oa othbr 

CAPIT/L ASSETS ♦ Included herein arc gains or losses of any nature arising from 
the sale or e:xhange of plant, equipment, or other capital assets, including 
sale or exchange of cither short or long term investancnts* Profits or losses 
on sale or exchange of capital assets, including investaents, Trill be excluded 
in computing contract costs. 

l$-*20l4.>32 RECOinTillRSIOTI ECPEITSES . Reconversion e:$)cnses are those incurred in 
the restoration of the contractor's facilities to approximately the same 
plC'-sical arrange::ient and condition existing ijxiediately prior to coiiimcncement 
of the militrjry conti^.ct rrork and include the cost of removal of Government 
property. Reconversion e:cpcnses ?re not allonrable except that the cost of 
rmoving Govermient property- and the restoration costs caused by such removal 
arc alloTj-able if spec:.fically provided for in the contract. 

1$-20U>33 RECRDITIITG E:?EI^SE. This item includes the costs of "help ranted" 
advertising and the operating costs of an employincnt office necessar;r. to secure 
and maintain an adequate la:bor force. It further includes the costs of operating 
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r,n c3»icr.tl:3n?.l end aptitude testing progrm, travel expenses of employees 
Tihilc engaged in recruiting personnel^ end travel e:cpenses of applicants for 
intenrietrs for prospective employments These costs are allofv-ablef 'There the 
contractor uses private employment agencies, costs not in excess of standard 
coirjaercial rates for such services are also allorrablet Costs of special 
benefits or emoluments offered to . prospective employees beyond the standard 
practices in the industry are not allop.rablc# 

l$^20li>3li RSin^ALS OF ?m:T AI^ID EQUIPIIEI^TT (Including sale and leaseback of 
facilities*) 

This item includes expenses for (i) tiso of land^ buildings, and 
equipment or other personal property, and (ii) rental expenses under sale and 
lcasc-*ack agreements incurred by contractors through sale of plant facilities 
to invcstincnt organizations (such as insurance companies) or to private investors 
and concurrcntl^r leasing back the same facilities • 

a» Rentals of plant and equipment under (i) above are alloiTable 
if the rates arc reasonable in light of the t;^o, condition and value of the 
facilities leased, options available and other provisions of the renU'.l 
agreement^ 

b# Rentals specified in sale and loasc-br.ck agreements under (ii) 
above arc alloT;abj,e only to the extent that such rentals do not exceed normal 
costs (such as depreciation, taxes, insurance and maintenance expenses) rrfiich 
Trould have been incvjrrod had the contractor retained legal title to the 
frcilities* 

lg'-20l;>3$ RE5Ei:.RCH AIID DSVELOI^SMT ^ Research and devcloiaiient cxponses (some- 
times referred to as generel engineering e::penses) for the purpose of contract 
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costing r,rc di*vldcd into txro major categories^ nrjncly: 

a. General research, also referred to as basic research, fundamental 
research, pure research and bluc-^sky research* 

b. Hclated research or dcvclopacnt, also referred to as applied 
research, product research and product line research* 

(1) General research is that t;oe of research ^rhich is directed 
toTT?.rds increase of knoYrledge in science. It is research Trhere the primary am 
of the investigator is a fuller kno\Tlcdge or understanding of the subject under 
study^ rather than a practical application thereof. The costs of a contractor's 
independent general research (that A7hich is not sponsored a contract or grant 
or is not othcr/riso reimbursed to a contractor) shall be an alloT/able cost in 
all cost type contracts under the follo\Ting conditions: 

(i) The amount of such costs is reasonable. . 
(ii) The costs are equitably allocated to all rrorlc of the 
contractor other than its independent general raid related research. 

(iii) The contractor agrees to divulge to the Government 
the results of svich independent general research. 

(iv) The business of the contractor at the time of entering 
the contract is predominantly or more) r.-ith non-Oovernmental customers. 
If less than 75> at tlio time of entering the contract, alloT;ance may be author- • 
izcd by special contract provision. 

The above conditions vrill also apply in the negotiation of 
predetermined overhead rates. 


1529 

(2) Related research is that type of research x^thich is directed 
tomrd practicp.l application o.f ccience, and "dsvelopment" is the systeiijatic use 
of scientific Imo^/.^ledge directed toward the production of useful raaterials, de- 
vices^ methods, or processes, exclusive of design, manufacturing, and production 
engineering (See l5-20U.2l). '-^"he costs cf a contractor's independent related 
resocxcli (that which is not sponsored- ? contract or grant or is not otherwise 
rei:-.-:bursed to a contractor) i.iay, i:^ allocated on the basis of all production, be 
allo^'/ed as a cost tinder any cost ty^e production contract if tlie research is re- 
lated to the contract product or 'xoduct line. No portion of such research xdll 
be allowable under cost-tj^pe research and development contracts. 

c. I-esearch and development costs, regardless of the nature, wliich 
were incurred in accounting; pcrio .s prior to the award of a partici'lar military 
contract, (including a-r-ounts capitalized and the cost of patents obtained) idll 
not je allocated to that contract ^anless allov-able as pre-contract costs (Para- 
graph l5-20lr.25). 

1$-20U>36 2j':uXjJT'1 PAxlxZil'TS . This I'.eA covers a-.iounts paid for" the right to use 
patents • !.iiere the u:.e of such patent is necessary for the proper perfonaance 
of the contract and where the Goveniment does not alreadjr have a license or 
other rinht to use such patents, the royalties are allo^^able to the e::tent ex- 
pressly provided for elsevrtiere in the contract or otherwise authorized by the 
contracting officer. 

l!;-20li.3? 3Z2Y1GE .U'j :;A:Zii^J,T. :].[rS,:SI]:S . This iten includes the costs of 
servicjjig the prodixct installation, training personnel in the use, operation 
and "laintenance of the product, correcting :irod;ict defects, replacing defective 
parts, and other related operations or practices. Actual costs to be reimbursed 
to tlie contractor vjill be in accordance iritn the clause of the contract entitled 
"Inspection of S^ipplies and Correction of Jcfects", vSec paragraph ASrjL 7-203#5)i 
or r:s otharwise pro^rided in the contract^ 
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l5-20l!.,38 3S-^72TIVl:cS ?AY > Severance pajr^ ^Iso cotxaonly referred to as dismissal 
T^^ages, is- a payment in addition to resular salaries and traces, by contractors to 
workers wlxose er.pl ojTnent is being terivmiated^ 

The cost of severance pa;^ is allowable onljr to the extent that, in 
each case, it is required by (i) Ian, (ii) e:;)ployer-enployc8 agree^icnts, (iii) 
Gstablished policy that constitutes, in effect, an iiiplicit agreement on the 
contractor's part, or (iv) the- circvrastances of the particular employment. 

For contract costinr- purposes severance pay is divided into two 
catci;;orics as folloiirs; 

• ^» r.orr.al Ty.mover Severa n ce Pay . The cost of severaice payments 
is alloTTablG and nust be allocated to all classes of work being performed in 
the contractor's plant at the ti:;7.e of pajiient. Koi-revor, where the contractor 
pro^adcs for accrual of pa for normal severances such method Trill be acceptable 
if the ai'.iount of the accrual is rec.s enable ixi light of pa:Ticnts actually made 
for nor'ial severances over a representative past -oeriod. 

b* Ilass Severance Pay > The cost of abnormal or mass severance pay 
actually made upon cessation of T-jork vjhcn thex^e is no reasonable prospect of 
conti,.uing enploj^nent on other wor^.: of the contractor is allowable^ The ariiount 
alloT-rable. shall be determined by assigning the total cost of actual mass 
severance pajTiients to the entire period of employment x-dth the contractor and 
equitably apportioning such cost to all business of the contractor performed 
during that pcTiod, 

A reservation in the final release of claims (See ASPR 7-203. U) may 
be made in the case of completed cost-reiiibursement tj^e contracts when it is 
reasonable to assume that severance pay allocable to the contract idll bo made 
in the future ♦ 
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i5-2di;> 3P SPECL'I; TOOLBIG ^ The terra "special tooling" means property of such 
specialized nat\.u?e tliat its use, -^Tithout substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnishedt It includes, but 
is not limited to, jigs, dies, fi::tures, molds, patterns, special taps, special 
gauges, and special test equipment^ The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is allowable and will 
be charged directly to the government contracts., l&ien such special tooling is 
acquired it shall be subject to the provisions of the contract clause set forth 
in ASPR 13-503 entitled "Government Property" • 

l5-20li^liO Tii::DS ^ Taxes are charges levied by a government unit* Tney do not 
include fines and penalties except as other.^se provided herein* 

a. ]fa general, taxes (iiicluding stale income taxes) t-±iich the 
contractor is required to pay and which are paid or accrued in accordance 
with generally accepted accountii-ig principles are allowable, except (i) for 
Federal income and excess profits taxes; (ii) taxes in connection with finai-icing, 
refinai'iCing or refunding operations (see paragraph l5--20lul7)j (iii) taxes from 
wliich exei'.ptions are available to the contractor directly or available to the 
contractor based on an exemption afforded the Government; and' (iv) special 
assessi;*ents on land which represent capital improvements* 

b* Taxes otherwise alloivable under a* above, but which may be 
illegally or erroneously assessed may be allowed as a cost of work performed, 
pro\aded that the contractor, prior to pajnnent of such taxes, (i) promptly 
requests instructions from the contracting officer concerning such taxes; (ii) 
agrees to comply x^^itli such instructions; and (iii) if so directed by the con- 
tracting officer also agrees to talce all necessary action in cooperation with 
and for the benefit of the Government, to deteniine tiie legality of such assess- 
ment or, as the case may be, to secure a refund of such taxes and any interest 
or penalties thereon* Interest and penalties incurred 
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bj-a cav.tivr.ctor b;/ reason of the nonpa^Tarnt of any tax at the direction of the 
c'jntrr.cti::is officer, shall be allo^v^ablc €=s a cost, Hcnsonablc c::pcn5cs of ar^r 
procccdjn:2; instituted bv the contractor at the direction ox the contracting 
officer to ^.cter.iine the legality of such an assessment or to secure a refund 
of such ta::os, interest or penalties for the benefit of tlie Government, shall 
also be alloT-rable as costs* 

c. iiny refund of taxes, penalties or interest thereon shall be 
credite.:^. to contract costs in the proportion in Trhich contract costs absorbed 
the costs of taxes, interest or •-penalties. If at the tiinc the refund is received 
b-^- the contractor, no defense contracts are being perf or;;xc*-, the a::iount otherwise 
to be credited to contract costs sliall bo paid directl"/ to the Govemncnt* • 

..iei;iberships » T:iis ite:..i includes costs of menbership in trade, 
business, and professional organizations and such costs are allo'-rable^ 

b» Subscriptions , Tliis itc-a includes the cost of subscriptirns to 
trade, .b^isincss, professional, or tcclmcal periodicals. Sucl.. costs arc 
alloTrt^ble. 

c. licetin^s and Conferences » Expenses representing the pu.rchase of raeals, 
transportation, rental of facilities for meetings, and costs incidental thereto, 
when the prir.iary purpose of the Incurrance of such expenses is the disse/.iination 
of teclnical information or the stiidulation of production, are allovjable, 

l$-2dh.li2 i;nAX .:L:G s:gB^sss > 

a, T"ds itc • includes the crsts of prcpardi^.g and riiaintaininr; a prograr; 
of instruction desi^jncd to increase the over- all effectiveness of ci.iplc^Aoes, 
ticludcd are the costs of the director of training and staff, trainin:: raateilals 
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and tdrrb boolrs i^ihen the training pro.^rrc; is con troll -^d by th. extractor, and 
tiiitio:!, fees, trainins materials and tc:rt books w:,cn the traxning is in 
educational i;i3titutions« 

Such costs vhich arc lii.iitcd to on the job traiiiing are allo-ira.blG 
i.jhcn proi:crl7 allocated. 

c» Costs of training in educational iiistitutions arc not allowable, 
czcccpt to the extent specifically?- provided in the contract. 

iS'-ZQkJO To,.. S?O^IT>.TIo.. EXPSTSSS . Transportation c^q^cnscs include the cost ■ 
of freight, express, cartage rjid postage relating either to goods purchased, in 
process, or delivered. 

Tnen SLich costs can readily be identified mth the itcairs involved 
the;- nay je direct costed or added to the cost of such iiivaterial^ (See paragraph 
l5-2C!i..2.2). * Iicrc identification xat:.:. the mterials received cannot readily be 
:.iadc, inbound trail sportati on expense y-ia;.' bo char.';;^ed to the appropriate iiidirect 
cjgcnsc accojrits, provided, the contractor folloirs a consistent procedure in this 
respects Outbo^uid freight, if reimbursable under the ten-.:s of the contract, 
shou-ld be treated as direct charges. 

l?-20;!..i!.U > i':xAVZL ::XP:31; S2S . This includes costs of transportation, lodging, 
subsistence and incidental expenses incurred by contractor personnel in a 
travel, status while on official co:-ipr.ny business. 

a. Travel expenses incurred in the nori.ial course of overall 
adriinistration of the business and applicable to the entire busjiiess are allowable 
when properly allocated. 

b. Travel eipenses directly attributable to contract perf orr.iance may 
be charrrcd to the contract in accordaicc a^ith the principle of direct costing. 
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c. Subsistence siid lodging including tips or si:.:ilar incidental 
c:^;.£riscs be rci;-aburscd r.i-o'icr on an j-ctual or pr r dic::i basis. The basis 
seloctod should be c onsistentlj^- followed. 

d. Costs of prciTduiTi transportation nay bo allovrcd T^^ien it is shoT-jn 
to bo noccssar-- to pcrf or.-.irrico of the contract. 

c, DntcrtaiiiniGnt expenses arc not allowable, 
f. Costs of personnel novcncnt of a special or -.lass nature arc 
alloTjaolc 01113-- i*cn authorized or approved U writing b/ the Contracting Office 
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MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCOMMITTEES 

SUBJECT: Editing SubcoBBBlttee'8 Change to Paragraphs 15-204. 21(f) and 
15-204. 34(b) (ii) Section XV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subconinittee having given further consideration to the Editing Subcommit- 
tee's changes to (1) the material and supply paragraph relating to inter- 
divisional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to interdi visional transfer 
language » namely, the insertion of the words "or the prices of other 
suppliers for the same or substantially similar items, whichever is 
lower." 

Reasons advanced for this addition were somewhat as follows: 

a. "While it may not be likely to ordinarily occur, it is. 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a 'price' based on existing 
market conditions which would be below the original cost to the trans- 
feror. Without this language the Government would be obligated to pay 
the transferor's cost, although the company might be willing to make 
the transfer at a price below cost". 

Comment: Such a situation could only occur where such 

materials were in stock. The chances that this 
situation is ever likely to occur so that the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the 
paragraph on interdivisional transfers.. Companies just don't 
go about carrying large obsolete or non-usable materials in 
stock. 

b. "This language would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; and in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu- 
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer". 

Comment : Again, this is a situation that is "conceivable" but 

its actual occurrence is so remote that It need not 
and should not be covered in the language relating to inter- 
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divisional transfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub- 
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise, not agreed to. 

4. The Contract Cost Principle Subcomnittee, acting on instructions 
from the ASPR Committee, provided in its revision to the cost principles 
that related research related to the contract product line should be 
allocated to all production work of the contractor. This was based on 
the ASPR Coinmittee's decision that a little more liberal treatment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204(s) provides, which is; "Research and development specifically 
applicable to the supplies or services covered by the contract." 

5. The Air Force Procurement member feels that there should be no 
change in the allocation to all production work of related research related 
to the contract product line. 


PAUL Mo SOUTHWELL 
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MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 


1. In accordance with the request of the ASPR Committee (Minutes of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2. 5. 
and 6, jointly with the Section XV Subcommittee and itself met iii a further 
meeting on March 7, 1956. 

2. The joint subcommittees discussed each of the areas referred to in para- 
graph 1 of the Editing Subcommittee report of February 27, 1956, and recom- 
mendations with respect to each area are set forth below under A, B, and C. 
The edited material prepared by the Editing Subcommittee as a result of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section XV Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR 15-204.2(n)(6) /T5-204.21f7 
The Problem ; 

In regard to transfers between divisions or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommended that sub- 
paragraph 6 include the following words before the proviso: 

"or the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest." 

Joint Recommendation : 

Do not include the words: 

"or the cost to the transferor". 

Include the words: 

"or the prices of other suppliers for the same or 
substantially similar items, whichever is loWer," 


B. Research and DevelopmeTit Costs - ASPR 15-204. 2(v)(3) /l5-204.34(ii)/ 


The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term *\product line ' be clarified and that consideration be given 
to whether the proposed allocation of the costs of related research to 
''all production work of the contractor" would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the ''contract product or product line. " 

Joint Recommendation I: 

Change the term ''contract product or product line" to ''contract 
product lineo" This was recognized as a temporary expedient which 
would probably have the effect of limiting the term "product line" 
so that it would not be construed as having the broadest possible applica- 
tion, i.e., all products sold by the contractor. There was general agree- 
ment that such a broad application was not intended and would be un- 
desirable^ However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II : 

The words '4f allocated to all production work of the contractor" 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: 

"and the costs are allocated to all production work of the 
contractor on the contract product line." 

C. Pension Plans - ASPR 15-204.,2(q) ASPR 15-204.26/ 


I. The Substantive Issue Problem, 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C,L of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realistic recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of "abnormal" terminations. Accordingly, it was 
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4. The Editing Subcommittee submits herewith an edited draft -1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee, 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subconnmittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Conimittee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of **side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 


Editing Subcommittee: 


GEORGE W. MARKEY, JR. 
Navy Member 
• Chairman 


CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 


JOHN W. PERRY 
Air Force Member 
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Army 


Navy 


J. O. Hunnicutt, Jr., Major, DCSLOG 
T. P. Partyka, AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 


Arthur C, Sawallisch, ONM 
E. T. Cook, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 


DOD 


Air Force 


H. H. Gallup, OSD(S&L), 
Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
George A„ Rudigier, AFAUD 
Arthur Cox, AMC, Dayton 
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Tor the above reason the joint subconamittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arr^ginged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2{q) 

5. Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2, A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the SaooVof Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 


4 


decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204, 2(q) in the disjunctive rather than the conjunction by deleting 
the '*and'' and retaining the ''or*' between thenn. 

It appeared that some of . the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of ''normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover'* is 
made in the redraft of subparagraph (3)(iii)(A} (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee/this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr, Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -^liich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Part 6, Section XV 

-Following submission of tfee r eport -of Fei^roHxy 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service Ind learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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March 9, 1956 

Part 2 - Supply Contracts, and Service and Research 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

152200. Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem^it of supplies, services, and research and development work. How- 
ever, this Part does notapply to contracts for services or researchand development 
>vork with contractors or subcontractors which4o not.have commercial type account- 
ing systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

i^'^Q^'^ Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

Factors Aff ecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

^^'^"^•^ Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 


15-202.1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable • When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
lAThen the accounting ^expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203c6o 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform- 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
-of the contractor to treat these items as a part of direct labor costSo 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect Tnanufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering nnan-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not Considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) • However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203,5 Gene ral and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall management, supervision^, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrjative 
costs consistently with the general and adnninistrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203«l(b). 

15-204 Principles and Standards for Selected Items of Cost o 

15-204.1 General o Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
IS either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers 
outdoor advertising, dealer cards and window displays, conventions, exhibits! 
free goods and samples, and sales literature. Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable . 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire. shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
lhl\l r^:Th^^ir ^^^1^ services at a loss, losses on such operation 

shall not be allowedasa cost unless specificallyprovidedfor inthe contract. . 

■ Civil Defense Costs. Civil defense costs are those incurred in the 

planning for. and the protection of life and property against, the possible effects 
of CTiemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and suppHes. fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measuresjfc 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributi ons and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical tife. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent Application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

<4) Where the contractor has applied for, received, and accepted 
a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period {5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise providedfor in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^^ployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs'shall 
be equitably allocated to all work of ihe contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 


7 


(i) Fringe Benefits o Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 
to the extent required by law, employer-employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) belowo) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 
or otherwise. 

(Z) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable- 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the perfornriance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or danriage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 


are allov/able. 

(n) Material and Supply Costs. 

(1) The net costs of such items^s raw nnaterial, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5) c 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hnd sai^ge -^Tid mater^ supplies returned to vendors „ JSucii mcome and 
other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs., However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include *'write-downs'' or ''write-ups'' of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 


10 


same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums , The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra -pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuariallyo (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q),) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partmeritSo Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: ■ ' . 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax- exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-20L2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1964), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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4. The Editing Subcommittee submits herewith an edited draft -1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee, 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subconnmittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Conimittee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of **side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 


Editing Subcommittee: 


GEORGE W. MARKEY, JR. 
Navy Member 
• Chairman 


CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 


JOHN W. PERRY 
Air Force Member 


Section XV Subcommittee: 


Army 


Navy 


J. O. Hunnicutt, Jr., Major, DCSLOG 
T. P. Partyka, AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 


Arthur C, Sawallisch, ONM 
E. T. Cook, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 


DOD 


Air Force 


H. H. Gallup, OSD(S&L), 
Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
George A„ Rudigier, AFAUD 
Arthur Cox, AMC, Dayton 
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Tor the above reason the joint subconamittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arr^ginged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2{q) 

5. Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2, A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the SaooVof Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204, 2(q) in the disjunctive rather than the conjunction by deleting 
the '*and'' and retaining the ''or*' between thenn. 

It appeared that some of . the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of ''normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover'* is 
made in the redraft of subparagraph (3)(iii)(A} (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee/this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr, Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -^liich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Part 6, Section XV 

-Following submission of tfee r eport -of Fei^roHxy 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service Ind learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM:lwt x>, v « , 

March 9, 1956 

Part 2 - Supply Contracts, and Service and Research 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

152200. Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem^it of supplies, services, and research and development work. How- 
ever, this Part does notapply to contracts for services or researchand development 
>vork with contractors or subcontractors which4o not.have commercial type account- 
ing systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

i^'^Q^'^ Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

Factors Aff ecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

^^'^"^•^ Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 


15-202.1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable • When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
lAThen the accounting ^expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203c6o 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform- 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
-of the contractor to treat these items as a part of direct labor costSo 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect Tnanufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering nnan-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not Considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) • However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203,5 Gene ral and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall management, supervision^, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrjative 
costs consistently with the general and adnninistrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203«l(b). 

15-204 Principles and Standards for Selected Items of Cost o 

15-204.1 General o Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
IS either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers 
outdoor advertising, dealer cards and window displays, conventions, exhibits! 
free goods and samples, and sales literature. Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable . 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire. shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
lhl\l r^:Th^^ir ^^^1^ services at a loss, losses on such operation 

shall not be allowedasa cost unless specificallyprovidedfor inthe contract. . 

■ Civil Defense Costs. Civil defense costs are those incurred in the 

planning for. and the protection of life and property against, the possible effects 
of CTiemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and suppHes. fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measuresjfc 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributi ons and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical tife. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent Application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

<4) Where the contractor has applied for, received, and accepted 
a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period {5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise providedfor in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^^ployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs'shall 
be equitably allocated to all work of ihe contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits o Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 
to the extent required by law, employer-employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) belowo) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 
or otherwise. 

(Z) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable- 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the perfornriance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or danriage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 


are allov/able. 

(n) Material and Supply Costs. 

(1) The net costs of such items^s raw nnaterial, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5) c 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hnd sai^ge -^Tid mater^ supplies returned to vendors „ JSucii mcome and 
other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs., However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include *'write-downs'' or ''write-ups'' of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums , The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra -pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuariallyo (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q),) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partmeritSo Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: ■ ' . 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax- exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-20L2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1964), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justnnents for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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4. The Editing Subcommittee submits herewith an edited draft -1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee, 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subconnmittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Conimittee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of **side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 
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GEORGE W. MARKEY, JR. 
Navy Member 
• Chairman 


CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 


JOHN W. PERRY 
Air Force Member 
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Air Force 


H. H. Gallup, OSD(S&L), 
Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
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Tor the above reason the joint subconamittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arr^ginged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2{q) 

5. Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2, A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the SaooVof Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204, 2(q) in the disjunctive rather than the conjunction by deleting 
the '*and'' and retaining the ''or*' between thenn. 

It appeared that some of . the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of ''normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover'* is 
made in the redraft of subparagraph (3)(iii)(A} (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee/this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr, Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -^liich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Part 6, Section XV 

-Following submission of tfee r eport -of Fei^roHxy 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service Ind learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM:lwt x>, v « , 

March 9, 1956 

Part 2 - Supply Contracts, and Service and Research 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

152200. Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem^it of supplies, services, and research and development work. How- 
ever, this Part does notapply to contracts for services or researchand development 
>vork with contractors or subcontractors which4o not.have commercial type account- 
ing systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

i^'^Q^'^ Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

Factors Aff ecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

^^'^"^•^ Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 


15-202.1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable • When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
lAThen the accounting ^expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203c6o 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform- 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
-of the contractor to treat these items as a part of direct labor costSo 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect Tnanufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering nnan-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not Considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) • However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203,5 Gene ral and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall management, supervision^, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrjative 
costs consistently with the general and adnninistrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203«l(b). 

15-204 Principles and Standards for Selected Items of Cost o 

15-204.1 General o Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 


4 


cost. Failure to mention any particular item of cost does not imply that it 
IS either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers 
outdoor advertising, dealer cards and window displays, conventions, exhibits! 
free goods and samples, and sales literature. Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable . 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire. shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
lhl\l r^:Th^^ir ^^^1^ services at a loss, losses on such operation 

shall not be allowedasa cost unless specificallyprovidedfor inthe contract. . 

■ Civil Defense Costs. Civil defense costs are those incurred in the 

planning for. and the protection of life and property against, the possible effects 
of CTiemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and suppHes. fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measuresjfc 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributi ons and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical tife. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent Application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

<4) Where the contractor has applied for, received, and accepted 
a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period {5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise providedfor in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^^ployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs'shall 
be equitably allocated to all work of ihe contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits o Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 
to the extent required by law, employer-employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) belowo) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 
or otherwise. 

(Z) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable- 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the perfornriance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or danriage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 


are allov/able. 

(n) Material and Supply Costs. 

(1) The net costs of such items^s raw nnaterial, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5) c 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hnd sai^ge -^Tid mater^ supplies returned to vendors „ JSucii mcome and 
other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs., However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include *'write-downs'' or ''write-ups'' of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums , The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra -pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuariallyo (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q),) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partmeritSo Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: ■ ' . 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax- exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-20L2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1964), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justnnents for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent ternnination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 

Plant Pro tection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 


Other 


(s) Professional Ser vice Costs ^ Legal, Accounting. Engineering, and 


(1) Costs of professional services rendered by the members of a 
particular profession separately engaged by the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i) the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of the 
contractor's own organization; and 

(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti- trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract. 

(t) Recruiting Costs . Costs of/*help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies, costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) , 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceednormal costs, suchas depreciatioii, taxes, insurance, and maintenance,, borne 

i 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs, 

(1) Research and developnaent costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research, also referred to as basic research, 
fundaimental research; pure research, and blue-sky research; and (ii) related 

research or development, also referred to as applied research, product research 
and product Ime research. ' 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Geneiailly, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 

(v) proportion of Government business to contractor's total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)). Costs of a contractor's independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line" and the costsr-^re aiiotr^ted to all production work of the contractor on the 
contract product line. Such research costs are unallowable under cost-reim- 
bursement type research and development contracts; 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature , which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract, 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated^ Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor's plant at the time of paymeiitj however, where 
the contractor provides for accrual of pay for normal 
severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 


(u) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance pay allocable to 
the contract wiU be made in the future. 

, Special Tooling Costs. The term special tooling means property 

of such specialized nature that its use. without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for'which acquired or furnished It 
includes, but is not limited to. jigs. dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling, ac- 
?£a^r^gt?5i?e%?lV?o^S.^^^^ allowable and shall be 

(aa) Taxes. 

T>> ^ 1" charges levied by Federal. State, or local governments. 

They do not include fines and penalties except as otherwise provided herein. 
In general, taxes (including State and local income taxes) which the contractor 
IS required to pay and which are paid or accrued in accordance with generally 
accepted accountingprinciples are allowable, except for; 

(i) Federal income and excess profits taxes; 


(ii) 
(iii) 


taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 


(i) promptly requests instructions from the contracting officer 

concerning such taxes; 

■ • 

(ii) agrees to comply with such instructions; and 

(iii) agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer are allowable o Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and anv payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, 

(bb) Trade, Business, Technical, and Professional Activity Costs , 

(1) Member ship So Costs of membership in trade, business, technical, 
and professional organizations are allowable. ^ 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Conference s . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly allocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

^^^^ Transportat ion Costs. Transportation costs include freight ex- 
press, cartage, and postage charges relating either to goods purchased in 
process, or delivered. When such costs can readily be identified with the 
Items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure m this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

. ^ • J^K T''^''^^ °^ transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

. ixl V'^''^^ incurred in the normal course of overall adminis- 

tration of the business and applicable to the entire business are allowable 
Such costs shall be equitably allocated to all work of the contractor. 

K ^. ^IK^''^^^^ ""^^^^ directly attributable to contract performance may 
be charged directly to the contract. 

r, ^1?, Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis. . The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204o3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204, 3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers' accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Re serve So Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self -insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs « Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals^ lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regula- 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs. Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR15-204.2 
(ff)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs , Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs, 

(k) Reconversion Costs Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor ' s facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(I) General. 

(I) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 
(ii) ASPR 15-204. 2(l)(l), last sentence; 
(iii) ASPR 15-204. 2(s)(3), first sentence; 
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(iv) ASPR 15-204.2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 
(vii) ASPR 15-204.2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 
or approved by the Government. See for example: . 

(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204.2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204.2(1)(2); 

(vi) ASPR 15-204. 2(o), second sentence; 
(vii) ASPR 15 -204.2 (p), second sentence; 

(viii) ASPR 15-204.2(s)(3), last sentence; 

(ix) ASPR 15-204. 2(u)(2); 

(x) ASPR 15-204. 2{w); 

(xi) ASPR 15-204. 2(aa) (2); 

(xii) ASPR 15-204, 2(cc), last sentence; and 

(xiii) ASPR 15-204.2(ee)(6) 
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4. The Editing Subcommittee submits herewith an edited draft -1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee, 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subconnmittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Conimittee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of **side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 
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Air Force 
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Paul M. Southwell, AFMPP 
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Tor the above reason the joint subconamittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arr^ginged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2{q) 

5. Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2, A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the SaooVof Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204, 2(q) in the disjunctive rather than the conjunction by deleting 
the '*and'' and retaining the ''or*' between thenn. 

It appeared that some of . the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of ''normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover'* is 
made in the redraft of subparagraph (3)(iii)(A} (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee/this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr, Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -^liich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Part 6, Section XV 

-Following submission of tfee r eport -of Fei^roHxy 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service Ind learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM:lwt x>, v « , 

March 9, 1956 

Part 2 - Supply Contracts, and Service and Research 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

152200. Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem^it of supplies, services, and research and development work. How- 
ever, this Part does notapply to contracts for services or researchand development 
>vork with contractors or subcontractors which4o not.have commercial type account- 
ing systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

i^'^Q^'^ Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

Factors Aff ecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

^^'^"^•^ Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 


15-202.1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable • When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
lAThen the accounting ^expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203c6o 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform- 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
-of the contractor to treat these items as a part of direct labor costSo 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 


1 


2 


consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect Tnanufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering nnan-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not Considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) • However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203,5 Gene ral and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall management, supervision^, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrjative 
costs consistently with the general and adnninistrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203«l(b). 

15-204 Principles and Standards for Selected Items of Cost o 

15-204.1 General o Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
IS either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers 
outdoor advertising, dealer cards and window displays, conventions, exhibits! 
free goods and samples, and sales literature. Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable . 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire. shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
lhl\l r^:Th^^ir ^^^1^ services at a loss, losses on such operation 

shall not be allowedasa cost unless specificallyprovidedfor inthe contract. . 

■ Civil Defense Costs. Civil defense costs are those incurred in the 

planning for. and the protection of life and property against, the possible effects 
of CTiemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and suppHes. fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measuresjfc 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributi ons and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical tife. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent Application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

<4) Where the contractor has applied for, received, and accepted 
a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period {5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise providedfor in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^^ployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs'shall 
be equitably allocated to all work of ihe contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 


7 


(i) Fringe Benefits o Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 
to the extent required by law, employer-employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) belowo) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 
or otherwise. 

(Z) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable- 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the perfornriance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or danriage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 


are allov/able. 

(n) Material and Supply Costs. 

(1) The net costs of such items^s raw nnaterial, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5) c 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hnd sai^ge -^Tid mater^ supplies returned to vendors „ JSucii mcome and 
other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs., However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include *'write-downs'' or ''write-ups'' of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums , The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra -pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuariallyo (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q),) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partmeritSo Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: ■ ' . 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax- exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-20L2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1964), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justnnents for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent ternnination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 

Plant Pro tection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 


Other 


(s) Professional Ser vice Costs ^ Legal, Accounting. Engineering, and 


(1) Costs of professional services rendered by the members of a 
particular profession separately engaged by the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i) the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of the 
contractor's own organization; and 

(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti- trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract. 

(t) Recruiting Costs . Costs of/*help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies, costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) , 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceednormal costs, suchas depreciatioii, taxes, insurance, and maintenance,, borne 

i 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs, 

(1) Research and developnaent costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research, also referred to as basic research, 
fundaimental research; pure research, and blue-sky research; and (ii) related 

research or development, also referred to as applied research, product research 
and product Ime research. ' 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Geneiailly, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 

(v) proportion of Government business to contractor's total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)). Costs of a contractor's independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line" and the costsr-^re aiiotr^ted to all production work of the contractor on the 
contract product line. Such research costs are unallowable under cost-reim- 
bursement type research and development contracts; 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature , which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract, 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated^ Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor's plant at the time of paymeiitj however, where 
the contractor provides for accrual of pay for normal 
severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 


(u) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance pay allocable to 
the contract wiU be made in the future. 

, Special Tooling Costs. The term special tooling means property 

of such specialized nature that its use. without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for'which acquired or furnished It 
includes, but is not limited to. jigs. dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling, ac- 
?£a^r^gt?5i?e%?lV?o^S.^^^^ allowable and shall be 

(aa) Taxes. 

T>> ^ 1" charges levied by Federal. State, or local governments. 

They do not include fines and penalties except as otherwise provided herein. 
In general, taxes (including State and local income taxes) which the contractor 
IS required to pay and which are paid or accrued in accordance with generally 
accepted accountingprinciples are allowable, except for; 

(i) Federal income and excess profits taxes; 


(ii) 
(iii) 


taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 


(i) promptly requests instructions from the contracting officer 

concerning such taxes; 

■ • 

(ii) agrees to comply with such instructions; and 

(iii) agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer are allowable o Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and anv payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, 

(bb) Trade, Business, Technical, and Professional Activity Costs , 

(1) Member ship So Costs of membership in trade, business, technical, 
and professional organizations are allowable. ^ 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Conference s . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly allocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

^^^^ Transportat ion Costs. Transportation costs include freight ex- 
press, cartage, and postage charges relating either to goods purchased in 
process, or delivered. When such costs can readily be identified with the 
Items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure m this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

. ^ • J^K T''^''^^ °^ transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

. ixl V'^''^^ incurred in the normal course of overall adminis- 

tration of the business and applicable to the entire business are allowable 
Such costs shall be equitably allocated to all work of the contractor. 

K ^. ^IK^''^^^^ ""^^^^ directly attributable to contract performance may 
be charged directly to the contract. 

r, ^1?, Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis. . The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204o3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204, 3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers' accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Re serve So Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self -insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs « Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals^ lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regula- 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs. Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR15-204.2 
(ff)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs , Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs, 

(k) Reconversion Costs Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor ' s facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(I) General. 

(I) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 
(ii) ASPR 15-204. 2(l)(l), last sentence; 
(iii) ASPR 15-204. 2(s)(3), first sentence; 
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(iv) ASPR 15-204.2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 
(vii) ASPR 15-204.2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 
or approved by the Government. See for example: . 

(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204.2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204.2(1)(2); 

(vi) ASPR 15-204. 2(o), second sentence; 
(vii) ASPR 15 -204.2 (p), second sentence; 

(viii) ASPR 15-204.2(s)(3), last sentence; 

(ix) ASPR 15-204. 2(u)(2); 

(x) ASPR 15-204. 2{w); 

(xi) ASPR 15-204. 2(aa) (2); 

(xii) ASPR 15-204, 2(cc), last sentence; and 

(xiii) ASPR 15-204.2(ee)(6) 
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(Co« trcOler) 


CS S OF THE ASSISTANT SSC&ETABI C ^SHSS 
WASmNQTQH 2$$ Dt C. 


Supply & Logistics 

April 3#W56 


HEMOHAlfDUM FOR THE ASPR COMMITTEE 

SUBJECT! Case $3^hh$ Section Tf, Part 2 
Profit Sharing 
Contributions and Donations 
Qeneral Research Coste 


On 3/2/56^ the Section 17 Gcramittee considered the attaotod aemo- 
randum for the record concerning the three specific areas mentioned in 
the aboye subject* 

With respect to paragraphs 1 and 2 of the attachnent concerning 
profit sharing^ before talcing anjr action the SubcoBniittee requests 
specific guidance of the ASPR Comnittee* Howerer^ as to paragraphs 1^ 
2a and 2bj it vas noted that if these principles are approTed^ theiy should 
merely be referred to the Editing Conmiittee* As to paragraph 20^ the 
general feeling of the Subccmmittee vas that no further paragraphs should 
be added to CoBQ>ensati<m since ^reasonableness" could be relied upon* 

As to paragraph 3e concerning Contributions and Donations^ the 
Subcommittee has no objections to the text* 

Regarding paragraph lb covering Qeneral Research^ the SubCMadttee 
prefers the treat^nt accorded in the edited draft dated j/29/$6, as 
modified by the Subcommittee report thereon* 


, H. H* Q&LLOP 


Attachment 
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ATTACHMENT 


MENQBAliDaM FOR THB RfiCOBD 


SUBJECT! Profit Sharlag PXana, CoatrLbations and DonaUoa8« and 
Qmeral Rasaareh Costa. 


!• At a aeoting held 3/30/56 In the Offlee of the Aeeletant Seontazy of 
Defense (S&L), it vas deteziained that the proposed rcnrlsion of 
Section X7 ASFR on the svbjeet of Cooq>«i8ation ^>eeifieally incltide 
the f oUoHing first paragn^t 

"ConQ>ensation is allowable* (The ten "coapeasatioa" incltides 
all amounts paid or aet aside, sveh a s.penslm. rBtiraaMnt( > 
and deferr ed otMapensation beneflta^ln accordanoe vith paragraph 
* salaries J wages* rogralties* license fees and bmmses.) 
^The total eoR^ensatioD of an IndiTidval mt^ bo questioned and 
the aaovnt allowed ma^ be llaitedi and in connection therewith, 
consideration idll be gXvm to the relati«& of the total eoa- 
pensation to the sendees rondered)"* 

2. In eoonecti<m wLth the abore, it vas also detemined thatt 

a. The rerlsion of Section X7 en profit sharing will iaclnde 
the existing ASPft coverage of the subject to the Mdana 
practicable vctent, i*e*, ao qpecifie use shall be aade 
to such terns as *lnMkU.ate distribution profit sharing 
plans", "deferred distxlbnticn profit sharing plans", or 
"profit shaxlx^ plans" • 

b. The title "Pension and Betireaent Benefits" be yq^^nded to 
road "Pension, Setireoent, and Oefezred Conpensaticn 
Benefits" and that the concept of I5«^«2(f ) be retained 
therein with the ■1nt«i possible Changes in language* 

c. In addition to the language quoted in paragraph 2 abore, the 
subject of CoBpensatien Mgr iaclude additional paxagnphs* 

3* It was dsterained that ASPR corerage en Contribations and Donatiras, 
and General Keseareh be as fellowsi 

a* "Cmtrtbtttions sad dooatioos are vudlovatale"* 


b* "Costs of research prograos of a general aatore are allowable 
color to the extent eoqiresslx provided for la the contract*" 


OFFI OF THE ASSISTMT S&CiiETARI OF : ' MSE 
V/asldngton 25* Do C. 

July 30, 1956 

ME^'iORiUroUI'I FOk THE ASPR COMITTEE 

SUBJECT: Case 53-UU, Revision of Part 2, Section XV, Ccntracst Cost Princj.ples 

S^.bcoSitt^^?^''•7^^^ fj'^ ^^^^ Committee i-Hnutes of 7/3/56, your 

. .bcoT^mxttee consxdered the report of ths Tax Subcommittee, dated 21 June 

" in the MnSes^reSrrp^T specific questions of the ASPR Committee set forth 

r^crt, tSe follow ^^^P«°* ^^e Tax Subcommittee 

^ i ^--le ioixovjing comnients are provided: 

a ref e;en.5\f tL's^S""*?" ^"^^ suggestion that the clause include 

clause. foreign" governments in subpax'agraph (1) of the 

lour s;booiSit;if'S2^^^^^ (2) of the clause is rejected, 

qiaately covers the problem Wit^ 1 ^^^f f^S^fPh a., originally written ade- 
penalties incurred . . in ih. ^^f' ^^l^^^^^^-'e of "interest and 

Officer, if incuSea ;iiho? the1i?l%°^ instructions from the ContrS^ing 
government administrative biden .h/J f gl^gence of the contractor", a 
on the part of the contract^ in eLh cLe anf tn"""".' ""f^' °" negligence 
by ^ne contractor paying the tiS ^der protest be avoided 

curre^in:^:T;\t\e^^^^^^ (3) is con- 

following answers are set lorthf ^ ^^^^ Committee, the 

~t^^^^^^^^ -11 defense re^burse a 

However, tS^^ify^'^/JoSf W^^^ is adjusted to actual taxes oaid. 
in subparagraph (l) of t^nLusHhe^^. Subcommittee prrpose« that 

accepted accounting principS?" be ^Jlf^n ■ ^ accordance with generally 
of an over-an reqSiJemenJ sS forf h ^K^^ '"^^^ly repetitive 

following clarific\tiont s^b^tSut^d^^.-a^riS^^^^ 

ana aajustea zo amounts actually paid". 

B. 1= =tate„ent contained in subparagraph (a) (il) sound? 
nesses inteu.X?^=7^«- " -abls to find any errors or „ealc- 

fant^olf ^"""^ -bparag..ph 0) be a proviso 

Answers YeSo 

r.coi.°L:r^;'X'Si°mlr'' " °^ «-20t.2(y) as now , 

K, Ho GALLUP 


(y) Taxes > 

(1) Taxes are charges levied by Federal, State, or local governments • 
They do not jjacltide fines and penalties except as otherwise provided hereino 
In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued and adjusted to 
amounts actually paid are allowable, except for: 

(i) Federal income and excess profits taxes j 
(ii) taxes in connection with f inane in.g, refinancing or refunding 
operations (see ASPR l5-20li.3(g)); 
(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based on an exemption 
afforded the Ciovernnent except when the contracting officer 
determines that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding benefits 
accruing to the Government; and 
(iv) special assessments on land which represent capital improve- 
ments • 

(2) Taxes otherwise allowable under (1) above, but which may be. ilJe- 
gaily or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 
(ii) takes all action directed by the contracting officer, in- 
cluding cooperation with and for the benefit of the Go\'em- 
ment, to (A) determine the legality of such assessment or, 
(B) secure a refund of such taxes o 
Reasonable costs of any such proceeding instituted by the contractor at ttxe 
direction of the contracting officer are allowable* Interest and penalties 


^, incurs'cd by a contrc.ctor by reason of the nonpayment of any tax at the di- 

rection of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any pajnaient tc 
the contractor of interest thereon, attributable to taxes, interest, or 
penalties T.xThich were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest and penalty shall be paid or credited to the Government only 
to the extent that such interest accrued over the peritd during which the 
contractor had been reimbursed by the Govermnent for the taxes, interest, 
and penalties « 
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OFFICE CF THE ASSISTANT SECHETART OF DEFENSE 
Washington 25, D. C. 


20 April 1956 


MEMORANDUM FOR THE ASPR GOMITTEE 

SUBJECT: Case 53-10*, ReTrision of Section X7, Part 1 



1» 15-001. Delete entire paragraph. 


2. 15-101. In line 5, delete "predetemined" and substitute "negotiated". 

3. 15-102. Delete the last sentence and substitute the following: 


"The cost principles outlined in Part 2, Part 3, or Part h of 
this section (whichever is applicable) shall be made a part 
of every contract of the type referred to in paragraph 15-101 

executed as of a date on or after - X956 

with respect to Part 2, and as of a date on or after 1 March' 
19U9 with respect to Part 3 and Part k, except that (i) any 
such contract may exclude ary item of allowable cost set 
forth in Part 2, Part 3, or Part k, and (ii) any such con- 
tract containing Part 3 or Part h may, to the extent necessary 
in a particular case, expressly provide for the allowability 
of any of the kinds of costs referred to in Part 5 of this 
section unless any such cost is expressly excluded under 
Part 3 or Part h (whichever is applicable)," 


"15-103 Negotiation of Special Items . 

(a) Precontract Costs . I-Jhen special provisions, 
providing for reimbursement for precontract costs, are in- 
cluded in a contract in accordance with ASPR l5-20li,3( ) 
and ASPR l5-502(a), such costs shall be limited to a period 
of time as well as to type and amount of such costs. 

General Research Costs . In determining whether 
a special provision shall be included in the contract pro- 
viding for reimbursement of general research costs in accord- 
ance with ASPR l5-20ii.2( ) and ASPR l5-502(m), factors to be 
considered include: 

(i) scope, nature, and quality of the contractor's independent 

general research program; 
(iiO capability of the contractor in the particular research field: 
(iii) benefits which may accrue to the Goveimentj 
(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 
(v) proportion of Government business to contractor's total business," 


It. 15-103. 


Add the following new paragraph: 


Brigadier. General, USA 



4. The Editing Subcommittee submits herewith an edited draft -1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee, 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subconnmittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Conimittee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 and 5 of its report of February 27, 1956, as matters for its further 
consideration. In connection with the matter of **side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955. 


Editing Subcommittee: 


GEORGE W. MARKEY, JR. 
Navy Member 
• Chairman 


CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 


JOHN W. PERRY 
Air Force Member 


Section XV Subcommittee: 


Army 


Navy 


J. O. Hunnicutt, Jr., Major, DCSLOG 
T. P. Partyka, AAA 
J. A. Mays, AAA 
L. M. Harff, FIN 


Arthur C, Sawallisch, ONM 
E. T. Cook, CIS 
Mrs. Edith Niedling, CIS 
Joseph L. Kiraly, CIS 


DOD 


Air Force 


H. H. Gallup, OSD(S&L), 
Chairman, Section XV Committee 


Paul M. Southwell, AFMPP 
George A„ Rudigier, AFAUD 
Arthur Cox, AMC, Dayton 


5 


Tor the above reason the joint subconamittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
Subcommittee made arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arr^ginged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subcommittees in their consideration 
of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all although the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
returns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is "qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extensive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2{q) 

5. Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2, A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the SaooVof Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASFR 1 5-204, 2(q) in the disjunctive rather than the conjunction by deleting 
the '*and'' and retaining the ''or*' between thenn. 

It appeared that some of . the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of ''normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover'* is 
made in the redraft of subparagraph (3)(iii)(A} (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee/this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence, or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- 
mise. 

The joint subcommittees agreed in principle (Mr, Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) -^liich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of Consistency, with Part 6, Section XV 

-Following submission of tfee r eport -of Fei^roHxy 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service Ind learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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OGC/GWM:lwt x>, v « , 

March 9, 1956 

Part 2 - Supply Contracts, and Service and Research 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

152200. Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem^it of supplies, services, and research and development work. How- 
ever, this Part does notapply to contracts for services or researchand development 
>vork with contractors or subcontractors which4o not.have commercial type account- 
ing systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

i^'^Q^'^ Composition of Total Cost . The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

Factors Aff ecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

15-201.3 Credits. The applicable income, rebates, allowances, and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

^^'^"^•^ Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forth in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 


15-202.1 General . Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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identifiable • When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
lAThen the accounting ^expense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs . Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203c6o 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform- 
ance of a contract or other work of the contractor. Average rates may be 
used where the contractor demonstrates that the results are equitable. Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
-of the contractor to treat these items as a part of direct labor costSo 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect Tnanufacturing and production costs 
on a time basis, such as direct labor man-hours or machine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering nnan-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not Considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)) • However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor's products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203,5 Gene ral and Administrative Costs. General and administrative costs 
consist of items of cost attributable to the overall management, supervision^, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and administrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrjative 
costs consistently with the general and adnninistrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203«l(b). 

15-204 Principles and Standards for Selected Items of Cost o 

15-204.1 General o Applications of the above basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 


4 


cost. Failure to mention any particular item of cost does not imply that it 
IS either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and, where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers 
outdoor advertising, dealer cards and window displays, conventions, exhibits! 
free goods and samples, and sales literature. Only the following advertising 
costs are allowable: 

ii) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below, 

(b) Bidding Costs. Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable . 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire. shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts. When it is the policy 
lhl\l r^:Th^^ir ^^^1^ services at a loss, losses on such operation 

shall not be allowedasa cost unless specificallyprovidedfor inthe contract. . 

■ Civil Defense Costs. Civil defense costs are those incurred in the 

planning for. and the protection of life and property against, the possible effects 
of CTiemy attack. These costs are generally incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, including costs in excess of normal plant protection costs, first- 
aid training and suppHes. fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measuresjfc 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specifically provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributi ons and Donations . Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical tife. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent Application to the assets concerned of any 
generally accepted accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion allowed in any accounting period may, consistent with the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

<4) Where the contractor has applied for, received, and accepted 
a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period {5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout the life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise providedfor in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and^^ployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs'shall 
be equitably allocated to all work of ihe contractor. Income generated from 
any of these activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits o Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits, such as pay for vacations, 
holidays, sick leave, military leave, and employee insurance, are allowable 
to the extent required by law, employer-employee agreement, or an established 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) belowo) 

(j) Insurance and Indemnification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see ASPR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 
or otherwise. 

(Z) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable- 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the perfornriance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest, Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or danriage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203.22). Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs . 

(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for), which neither add to the permanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnormal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 


9 


of simplifying production; 


are allov/able. 

(n) Material and Supply Costs. 

(1) The net costs of such items^s raw nnaterial, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203.5) c 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hnd sai^ge -^Tid mater^ supplies returned to vendors „ JSucii mcome and 
other credits shall either be credited directly to cost of the material or sup- 
plies involved or be allocated (as credits) to indirect costs., However, where 
the contractor can demonstrate that failure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include *'write-downs'' or ''write-ups'' of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums , The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra -pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to commercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans. 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuariallyo (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q),) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partmeritSo Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134), Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: ■ ' . 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax- exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-20L2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1964), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justnnents for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(A) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination c redits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy, an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal termination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent ternnination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 

Plant Pro tection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 


Other 


(s) Professional Ser vice Costs ^ Legal, Accounting. Engineering, and 


(1) Costs of professional services rendered by the members of a 
particular profession separately engaged by the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of costs 
in a: particular case include: 

(i) the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of the 
contractor's own organization; and 

(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti- trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract. 

(t) Recruiting Costs . Costs of/*help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses private employment agencies, costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) , 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceednormal costs, suchas depreciatioii, taxes, insurance, and maintenance,, borne 

i 

1.4 


by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs, 

(1) Research and developnaent costs (sometimes referred to as general 
engineering costs) are divided into two major categories, for the purpose of 
contract costing: (i) general research, also referred to as basic research, 
fundaimental research; pure research, and blue-sky research; and (ii) related 

research or development, also referred to as applied research, product research 
and product Ime research. ' 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Geneiailly, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program;. 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 

(v) proportion of Government business to contractor's total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)). Costs of a contractor's independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line" and the costsr-^re aiiotr^ted to all production work of the contractor on the 
contract product line. Such research costs are unallowable under cost-reim- 
bursement type research and development contracts; 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature , which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract, 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated^ Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor's plant at the time of paymeiitj however, where 
the contractor provides for accrual of pay for normal 
severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 


(u) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period. A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance pay allocable to 
the contract wiU be made in the future. 

, Special Tooling Costs. The term special tooling means property 

of such specialized nature that its use. without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for'which acquired or furnished It 
includes, but is not limited to. jigs. dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling, ac- 
?£a^r^gt?5i?e%?lV?o^S.^^^^ allowable and shall be 

(aa) Taxes. 

T>> ^ 1" charges levied by Federal. State, or local governments. 

They do not include fines and penalties except as otherwise provided herein. 
In general, taxes (including State and local income taxes) which the contractor 
IS required to pay and which are paid or accrued in accordance with generally 
accepted accountingprinciples are allowable, except for; 

(i) Federal income and excess profits taxes; 


(ii) 
(iii) 


taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 


17 


(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 


(i) promptly requests instructions from the contracting officer 

concerning such taxes; 

■ • 

(ii) agrees to comply with such instructions; and 

(iii) agrees to. take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayment 
of any tax at the direction of the contracting officer are allowable o Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and anv payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, 

(bb) Trade, Business, Technical, and Professional Activity Costs , 

(1) Member ship So Costs of membership in trade, business, technical, 
and professional organizations are allowable. ^ 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Conference s . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly allocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

^^^^ Transportat ion Costs. Transportation costs include freight ex- 
press, cartage, and postage charges relating either to goods purchased in 
process, or delivered. When such costs can readily be identified with the 
Items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure m this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

. ^ • J^K T''^''^^ °^ transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

. ixl V'^''^^ incurred in the normal course of overall adminis- 

tration of the business and applicable to the entire business are allowable 
Such costs shall be equitably allocated to all work of the contractor. 

K ^. ^IK^''^^^^ ""^^^^ directly attributable to contract performance may 
be charged directly to the contract. 

r, ^1?, Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis. . The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies, and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204o3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204, 3(i); and 

(iii) ASPR 15-204.3(k) . 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers' accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Re serve So Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self -insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs « Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals^ lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilization production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regula- 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs. Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
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costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR15-204.2 
(ff)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs , Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs, 

(k) Reconversion Costs Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor ' s facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(I) General. 

(I) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 
(ii) ASPR 15-204. 2(l)(l), last sentence; 
(iii) ASPR 15-204. 2(s)(3), first sentence; 
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(iv) ASPR 15-204.2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 
(vii) ASPR 15-204.2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 
or approved by the Government. See for example: . 

(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204.2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204.2(1)(2); 

(vi) ASPR 15-204. 2(o), second sentence; 
(vii) ASPR 15 -204.2 (p), second sentence; 

(viii) ASPR 15-204.2(s)(3), last sentence; 

(ix) ASPR 15-204. 2(u)(2); 

(x) ASPR 15-204. 2{w); 

(xi) ASPR 15-204. 2(aa) (2); 

(xii) ASPR 15-204, 2(cc), last sentence; and 

(xiii) ASPR 15-204.2(ee)(6) 
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CS S OF THE ASSISTANT SSC&ETABI C ^SHSS 
WASmNQTQH 2$$ Dt C. 


Supply & Logistics 

April 3#W56 


HEMOHAlfDUM FOR THE ASPR COMMITTEE 

SUBJECT! Case $3^hh$ Section Tf, Part 2 
Profit Sharing 
Contributions and Donations 
Qeneral Research Coste 


On 3/2/56^ the Section 17 Gcramittee considered the attaotod aemo- 
randum for the record concerning the three specific areas mentioned in 
the aboye subject* 

With respect to paragraphs 1 and 2 of the attachnent concerning 
profit sharing^ before talcing anjr action the SubcoBniittee requests 
specific guidance of the ASPR Comnittee* Howerer^ as to paragraphs 1^ 
2a and 2bj it vas noted that if these principles are approTed^ theiy should 
merely be referred to the Editing Conmiittee* As to paragraph 20^ the 
general feeling of the Subccmmittee vas that no further paragraphs should 
be added to CoBQ>ensati<m since ^reasonableness" could be relied upon* 

As to paragraph 3e concerning Contributions and Donations^ the 
Subcommittee has no objections to the text* 

Regarding paragraph lb covering Qeneral Research^ the SubCMadttee 
prefers the treat^nt accorded in the edited draft dated j/29/$6, as 
modified by the Subcommittee report thereon* 


, H. H* Q&LLOP 


Attachment 
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ATTACHMENT 


MENQBAliDaM FOR THB RfiCOBD 


SUBJECT! Profit Sharlag PXana, CoatrLbations and DonaUoa8« and 
Qmeral Rasaareh Costa. 


!• At a aeoting held 3/30/56 In the Offlee of the Aeeletant Seontazy of 
Defense (S&L), it vas deteziained that the proposed rcnrlsion of 
Section X7 ASFR on the svbjeet of Cooq>«i8ation ^>eeifieally incltide 
the f oUoHing first paragn^t 

"ConQ>ensation is allowable* (The ten "coapeasatioa" incltides 
all amounts paid or aet aside, sveh a s.penslm. rBtiraaMnt( > 
and deferr ed otMapensation beneflta^ln accordanoe vith paragraph 
* salaries J wages* rogralties* license fees and bmmses.) 
^The total eoR^ensatioD of an IndiTidval mt^ bo questioned and 
the aaovnt allowed ma^ be llaitedi and in connection therewith, 
consideration idll be gXvm to the relati«& of the total eoa- 
pensation to the sendees rondered)"* 

2. In eoonecti<m wLth the abore, it vas also detemined thatt 

a. The rerlsion of Section X7 en profit sharing will iaclnde 
the existing ASPft coverage of the subject to the Mdana 
practicable vctent, i*e*, ao qpecifie use shall be aade 
to such terns as *lnMkU.ate distribution profit sharing 
plans", "deferred distxlbnticn profit sharing plans", or 
"profit shaxlx^ plans" • 

b. The title "Pension and Betireaent Benefits" be yq^^nded to 
road "Pension, Setireoent, and Oefezred Conpensaticn 
Benefits" and that the concept of I5«^«2(f ) be retained 
therein with the ■1nt«i possible Changes in language* 

c. In addition to the language quoted in paragraph 2 abore, the 
subject of CoBpensatien Mgr iaclude additional paxagnphs* 

3* It was dsterained that ASPR corerage en Contribations and Donatiras, 
and General Keseareh be as fellowsi 

a* "Cmtrtbtttions sad dooatioos are vudlovatale"* 


b* "Costs of research prograos of a general aatore are allowable 
color to the extent eoqiresslx provided for la the contract*" 


OFFI OF THE ASSISTMT S&CiiETARI OF : ' MSE 
V/asldngton 25* Do C. 

July 30, 1956 

ME^'iORiUroUI'I FOk THE ASPR COMITTEE 

SUBJECT: Case 53-UU, Revision of Part 2, Section XV, Ccntracst Cost Princj.ples 

S^.bcoSitt^^?^''•7^^^ fj'^ ^^^^ Committee i-Hnutes of 7/3/56, your 

. .bcoT^mxttee consxdered the report of ths Tax Subcommittee, dated 21 June 

" in the MnSes^reSrrp^T specific questions of the ASPR Committee set forth 

r^crt, tSe follow ^^^P«°* ^^e Tax Subcommittee 

^ i ^--le ioixovjing comnients are provided: 

a ref e;en.5\f tL's^S""*?" ^"^^ suggestion that the clause include 

clause. foreign" governments in subpax'agraph (1) of the 

lour s;booiSit;if'S2^^^^^ (2) of the clause is rejected, 

qiaately covers the problem Wit^ 1 ^^^f f^S^fPh a., originally written ade- 
penalties incurred . . in ih. ^^f' ^^l^^^^^^-'e of "interest and 

Officer, if incuSea ;iiho? the1i?l%°^ instructions from the ContrS^ing 
government administrative biden .h/J f gl^gence of the contractor", a 
on the part of the contract^ in eLh cLe anf tn"""".' ""f^' °" negligence 
by ^ne contractor paying the tiS ^der protest be avoided 

curre^in:^:T;\t\e^^^^^^ (3) is con- 

following answers are set lorthf ^ ^^^^ Committee, the 

~t^^^^^^^^ -11 defense re^burse a 

However, tS^^ify^'^/JoSf W^^^ is adjusted to actual taxes oaid. 
in subparagraph (l) of t^nLusHhe^^. Subcommittee prrpose« that 

accepted accounting principS?" be ^Jlf^n ■ ^ accordance with generally 
of an over-an reqSiJemenJ sS forf h ^K^^ '"^^^ly repetitive 

following clarific\tiont s^b^tSut^d^^.-a^riS^^^^ 

ana aajustea zo amounts actually paid". 

B. 1= =tate„ent contained in subparagraph (a) (il) sound? 
nesses inteu.X?^=7^«- " -abls to find any errors or „ealc- 

fant^olf ^"""^ -bparag..ph 0) be a proviso 

Answers YeSo 

r.coi.°L:r^;'X'Si°mlr'' " °^ «-20t.2(y) as now , 

K, Ho GALLUP 


(y) Taxes > 

(1) Taxes are charges levied by Federal, State, or local governments • 
They do not jjacltide fines and penalties except as otherwise provided hereino 
In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued and adjusted to 
amounts actually paid are allowable, except for: 

(i) Federal income and excess profits taxes j 
(ii) taxes in connection with f inane in.g, refinancing or refunding 
operations (see ASPR l5-20li.3(g)); 
(iii) taxes from which exemptions are available to the contractor 

directly or available to the contractor based on an exemption 
afforded the Ciovernnent except when the contracting officer 
determines that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding benefits 
accruing to the Government; and 
(iv) special assessments on land which represent capital improve- 
ments • 

(2) Taxes otherwise allowable under (1) above, but which may be. ilJe- 
gaily or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 
(ii) takes all action directed by the contracting officer, in- 
cluding cooperation with and for the benefit of the Go\'em- 
ment, to (A) determine the legality of such assessment or, 
(B) secure a refund of such taxes o 
Reasonable costs of any such proceeding instituted by the contractor at ttxe 
direction of the contracting officer are allowable* Interest and penalties 


^, incurs'cd by a contrc.ctor by reason of the nonpayment of any tax at the di- 

rection of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any pajnaient tc 
the contractor of interest thereon, attributable to taxes, interest, or 
penalties T.xThich were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest and penalty shall be paid or credited to the Government only 
to the extent that such interest accrued over the peritd during which the 
contractor had been reimbursed by the Govermnent for the taxes, interest, 
and penalties « 
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OFFICE CF THE ASSISTANT SECHETART OF DEFENSE 
Washington 25, D. C. 


20 April 1956 


MEMORANDUM FOR THE ASPR GOMITTEE 

SUBJECT: Case 53-10*, ReTrision of Section X7, Part 1 



1» 15-001. Delete entire paragraph. 


2. 15-101. In line 5, delete "predetemined" and substitute "negotiated". 

3. 15-102. Delete the last sentence and substitute the following: 


"The cost principles outlined in Part 2, Part 3, or Part h of 
this section (whichever is applicable) shall be made a part 
of every contract of the type referred to in paragraph 15-101 

executed as of a date on or after - X956 

with respect to Part 2, and as of a date on or after 1 March' 
19U9 with respect to Part 3 and Part k, except that (i) any 
such contract may exclude ary item of allowable cost set 
forth in Part 2, Part 3, or Part k, and (ii) any such con- 
tract containing Part 3 or Part h may, to the extent necessary 
in a particular case, expressly provide for the allowability 
of any of the kinds of costs referred to in Part 5 of this 
section unless any such cost is expressly excluded under 
Part 3 or Part h (whichever is applicable)," 


"15-103 Negotiation of Special Items . 

(a) Precontract Costs . I-Jhen special provisions, 
providing for reimbursement for precontract costs, are in- 
cluded in a contract in accordance with ASPR l5-20li,3( ) 
and ASPR l5-502(a), such costs shall be limited to a period 
of time as well as to type and amount of such costs. 

General Research Costs . In determining whether 
a special provision shall be included in the contract pro- 
viding for reimbursement of general research costs in accord- 
ance with ASPR l5-20ii.2( ) and ASPR l5-502(m), factors to be 
considered include: 

(i) scope, nature, and quality of the contractor's independent 

general research program; 
(iiO capability of the contractor in the particular research field: 
(iii) benefits which may accrue to the Goveimentj 
(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 
(v) proportion of Government business to contractor's total business," 


It. 15-103. 


Add the following new paragraph: 


Brigadier. General, USA 
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I I 11/15M 

S^C-ilOH IT SUBCOIirnTTwi. 

iil^. SCO?;: OF FART. This pert suts forth principles end stsnderds for tiio 
dutorninr.tion rnd rlloTrr.nco of costs in connection v;ith cost-roiinbursancsnt ty^o 
centre. cts end cost-rcinburscnont type subcontrccts thereunder for procurcnent 
of si^plios, services, end rcsoerch end dcvolopr^nt Trork with orge.nizetions hevin^ 
coTjn.rcirl typo eccountin? systems. However, this pert does not epply to cen- 
tre cts for fecilities, construction enc' erchitcct-engineer services releted to 
construction, 

15.-201 B. :sic paiNciPL:.s :.m STAiro.-jtDs . 

a.- Coriposition o f Tptel Cost . The totel cost of e cost-reLnibursencnt 
typo contrect is the net suin of (i) the elloTreble direct costs, (ii) the pro- 
pcrlr alloceble portion of alloxveblo indirect costs end (iii) eppliceble incorae 
."nd oth^r credits. 

t>» Sectors Affecting AllovTObility of Costs . The fectors to be con- 
sidered in determining the ellor-rability of costs include (i) reesonebloness, 

(ii) rpplicetion of gcnorr.lly eccepted accounting principles end prectices, 

(iii) exercise of ^ood business judgment Ln incvurrunce of cost, (iv) signifi- 
cent devieticns in the esteblishcd prectices of the contrector which substentielly 
increese the contrect costs, end (v) anj^ linitetions es to types or e mounts of 
cost items set forth in this Part 2 of Section XV or othen^ise includ.ed in the 
contrect, 

c. Credits. The eppliceble portion of income and other credits, rcbetes, 
ellox-Tr.nces, end cquivelent benefits eccruin? to the contrector and irhich ere 
releted to eny elloued cost will be credited to the Goverrjnent cither es e 
reduction in contract cost or by c cash refund, as appropristc. 

Contractor's Accounting System. The requirenonts concerning rv-cord 
keeping end approval of the contrector 's cccounting proctdures end prectices 
ere set forth in the "Records Clause" (See ASPR 7-203.7). 
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lj-_202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate thereof, which can be iden- 
tified specifically with any objective, service, program or project xinder the 
contract and are chargeable directly thereto. Major items of cost readily iden- 
tifiable with the contract or with other work of. the contractor should be charged 
directly thereto. This principle may often be applicable to such elements of 
expense as freight, travel, communications, engineering services, etc#, as well 
as the normal items of materials and productive labor. However, when the con- 
tractor is engaged in mixed production, this principle must be applied consist- 
ently to the costing of both defense and non-defense products or services, in 
order to produce equitable results. When the accounting expense cf minor items 
would exceed the resulting benefits, individual items, otherwise allowable as 
direct costs, may be treated as indirect expenses. 

15-202,1 DIHECT MATExilALS . The cost of direct materials includes the cost of 
items purchased, supplied, manufactured or fabricated, which enter directly 
into the end product or which are used or consumed directly in connection with 
furnishing such product. 

1 5-202.2 DIRECT LABOR . The cost of direct labor includes salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of the contract or other work of the contractor. It may also include 
other associated costs such as payroll taxes and workmen's compensation insur- 
ance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs, 

15-202.3 . OTHER DIRECT COSTS. Where other items of cost are charged directly 
to the contract consistent with paragraph 15-202 above, the contractor must 
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deraonstrate that, they are specifically related to the performance of the con- 
tract, irtfhen, however, items ordinarily chargeable as indirect costs are 
charged to a Government contract as direct costs, the cost of similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract* 

1 5-203 INDiaECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accumulated for accounting purposes by departmental activity 

or other logical cost grouping and are charged to the contract and other work 
of. the contractor by a process of allocation. Each clement thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must be taken into 
account in determining the most suitable method or methods. The objective 
should be the selection of a method or methods which will distribute the in- 
direct costs in a fair and equitable manner. The method xised in connection 
with Government contracts must, in order to be acceptable, conform with 
generally accepted accounting practices, be applicid consistently, and produce 
equitable results. Any significant change, such as in the natiu'e of the 
business, extent of subcontracting, fixed asset improvement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, may require reconsideration of the methods previously 
in use to determine whether they continue to be equitable • Further discussion 
relative to allocation of the individual categories of indirect costs will be 
found in the subparagraphs below t 
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15-20341 INDIRECT MANlFACTURINa AND PkODUCTIQN EXPENSES. Indirect manufac- 
turing and production expenses consist of costs which are necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance with paragraph l$-202* Allocation of indirect manufacturin; 
and production expenses on a time basis, such as direct labor man-hoiars or 
machine -hours, is a method which generally produces accuracy and equity • Other 
acceptable bases, in appropriate circumstances, include direct labor dollars 
(exclusive of overtime premiiim), units processed and prime costs of units pro- 
cessed. In some instances, it may be necessary to departmentalize or establish 
cost centers in order to distribute equitably, the indirect costs. The factors 
to be considered in determining the extent of departmentalization or estab- 
lishment of cost centers include variety of products, complexity of processes 
and relative labor and facility requirements for the various products. 

15-203^2 INDIRECT ENGINEERING EXPENSES > Indirect engineering expenses con- 
sist chiefly of engineering supervision, engineering administrative expense 
and general supplies. These expenses arise out of engineering activities 
which include product design, tool design, experiiaental development, manu- 
facturing and production development, layout of production lines, deter- 
mination of machine methods and related blueprinting and drafting ♦ 

Indirect engineering expenses should be allocated to the benefited 
activities, i.e., the contract and other work of the contractor on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime premium)> or other equitable basis. NOTE: Direct 
costs of engineering activities should be charged directly to the benefited 
activities, i.e., the contract and other work of the contractor in accordance 
with paragraph 15-202 • 
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15-203 > 3 SELLING AND DISTRIBUTION EXPANSES , The e^qpenses in this group 
consist of items which represent the cost of marketing the contractor' s 
products and include sales promotion, advertising, distribution costs and 
other related items,. Generally, such expenses are not considered to be alloc- 
able to Government cost-reimbursement type contracts for the reason that 
marketing, in the ordinary commercial sense, is not necessary for doing busi- 
ness with the Government. However, dependent upon a demonstration of 
benefits to Government contracts, these costs should first be allocated 
between the contractor's commercial line and its Government contracts^ The 
amount, allocated to the latter should then be charged to the individual 
contracts on any recognized basis. Because of the special problems that 
arise in this area, it is usually desirable for the contractor to identify 
in its records by means of subaccounts or otherwise, the items of these ex- 
penses considered properly allocable to Government contracts. 

15-203. U GENERAL MD ADMINISTRATIVE EXPiiaiSES. General and administrative ex- 
penses consist of costs incurred in the over-all management, supervision and 
conduct of the business. Ary recognized method of allocating general and 
administrative e^qpense is acceptable provided equitable results are thereby 
obtained. Some of the factors that should receive consideration in determ- 
ining whether the results are equitable are (i) the cost pattern of the . 
Government contracts (that is, the percentage of the total cost of the 
contract, exclusive of general and administrative expenses, represented by 
each of the several cost components thereof) in relation to the cost pattern 
for the plant or activity as a whole, and (ii) the ultimate objective of 
distribution of these expenses in approximate ratio to the general and 
administrative effort involved in the two categories of work# In addition. 
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consideration should be given to any significant variations of inventories 
betxreen accounting periods, variations in the ratio of contract inventory 
levels to all other inventory levels, and any otiier relevant factors such 
as those mentioned in paragraph 1^-203 (b), 

^^-^'^3.5 3ASZ PgjRIQD FOR ALLOCATION 0? IlC^imCT S:g::iI5a3 . The base period: for 
allocation of inc'irect e:cpenses should approximte the period of contract per- 
forriance or should be representative of that period. The base period should 
be sufficiently long to avoid inequities in the allocation of costs, 

Ihi^k AP PLICATIOIS C? BASIC COST PZINGIPL .S AMD ^TAIvPAHDS TO £...L^CT^ IT^;^ 
07_CCST. i'his paragraph states, in sone det?il, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certsin selected ite.nis of cost. The statements herein apply irrespective of 
Tjhether the particular iten of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular iten of cost 
herein is not intended to irply tliat it is either alloiyable or unallocable. 
With respect to those items not specifically covered, determination as to 
allowability irill be made in the light of the basic principles and standards 
and, where appropriate, the treatment of similar or related items in this Part. 
All of the subparagraphs below are subject to the basic principles and 
standard's set cat in paragraph 15-201. 

ADVOTKING. Advertising expenses include the costs of advertising 
media and corollary adjninistrative expenses. Advertising media include maga- 
zines, newspapers, radio and television propxams, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions and exhibits, 
free roods and samples, and sales literature. 
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£. The folloiring advertising costs only ere allwrable: 

(1.) Advertising in trade snd technical journsls, provided such 
advertising does not offer specific products or serrices 
for sale but is plsced for the purpose of of. faring, 
fincncial support to Journals --hich are valuable for tre 
disseiTiination of tschnicsl irif on;iation irithin tlie 
contractor's industry, 
( 2..) Hsip wanted advertising', as set forth in paragraph 
l5-20ii.33. 

lg-20l!..2 .;.Jj Dj^2iS » Zed. debt o;q:-enses consist of losses (whether actual or 
estiixted) crisinf; fror. uncollectible eustonors* accounts and other clai-s, and 
include collection 3j:;:sns.2s and rslcted legal eripenses. These- costs are un- 
aiit^-r'-le, 

lS-20k.3 B UyjZ:-? ::;:p::;iJS:S . Blddin:;: e;q?cnses are the costs of preparing bid 
estir^tia on potant5-al contracts or projects, incliid.iiig the development of 
onrLne-rinr; and cost data necessary to- support the contractor's price proposal 
or ostl-iatDd cost of uorlc pcrfornance. i-urrent bidding c:.cp:.nses of both success' 
fnx and unsuccessful bid.s nor-ially ;^ill be treated as indirect, expenses and 
allocated currently to. all business of the contractor, in --xhich evont no bidding 
c-:?r:nsos of past accounting periods will be charjfccble to the Oovern.Tent 
contract, tir^evor, the contractor's ostablished practice may be to treat 
bidding e:wensc-s by sons other recognized nethod. Regardless of the laethod 
usod, the results obtained nzy be acceptcid only if found to be reasonable and 
equitable . 
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^^S'20h,h C/ITZT^RI&S, DBIIITG R^AK DOm-R FOOD S^aVICS . This class of • 
iizponsQ consists of the- cost, less rovcnuo, of operating, or furnishing 
facilities for, cafeterias, dining rooras, csntcens, lunch ws,<-ons, vending 
machines, or other types of food services for the contractor's enployeos at 
their rcf^ular duty station. Losses from operation of such food services are 
alteblo when the services are fairly priced and costod and reasonably 
required by the nature of the contractor's operations, plant location, 
osta'jlislicd policies, or employer-employee rgrcenont. I'he gains or losses 
fron these food services must bo appropriately allocated to all activities 
benefited including Governnent contracts except, hotv^ever, where (l) the net 
proceeds are for the exclusive benefit of an cinployee welfare organization 
of the contractor, or (2) the food services are rendered for gain by private 
Lntorosts beyond the L-nnediate control of the contractor. Under each of the 
above two c::ceptions, no part of the gains or losses will be allocable to 
the contract. 

15-201..? CIVIL DLT^ms, Civil defense costs are those incurr^-d in the plan- 
ni:ig for and the protection of life and property agciinst the possible effects 
of cneiiQr sttack. These costs arc generally incurred pua-suant to plans ceve- 
lopcd by local and state civdl defense autxhorities. Examples of civa defense 
costs include cost in excess of normal plant protuction e:^penses and nay con- 
sist of first-aid training and sigjplies, fire fighting training and equipment, 
postLnr of adr^itiaiial exit notices and directions and other approved civil 
defense measures. Reasonable costs of civil defense measures undertaken on 
the contractor's prerdses pursua.nt to suggestions or requirements of civil 
defense authorities arc allo^^.blo i^hen allocated to all work of the contractor. 
In tlie case of capital assets, ecquii-ed for civil defense purposes the costs 
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thorcci will bo doprocxctt^d over a reascnsblc numbor of yoars in confornity 
with generally accoptod accounting pr5.nciplc;s. Contributions to local civil 
defense funds or projects not on the contractor's premises are unr.ll citable* 

a* This item includes salaries, wages, doferrod conponsation and 
frin.ce benefits for services rendered to the contractor by employees as xfcll 
as fees paid to directors and comittoc members. Subject to specific 
limitctions set forth hereunder, such costs are allovrablo when the total 
coi^ensation is reasonable in light of the services rendered* 

b* Generally, the anount of compensation established by the contractor 
uili be considered comriensra-ate with the services rendered. Hox^ever, 
coLpensation of indi\aduals such as corporate officials, directors, e::Qcutives, 
dopartncnt heads, partners and sol-j proprietors may be subject to special 
ccnsideraticn r. nd limitation as to allowabaity for contract cost purposes 
where anoujits appear excessive. Some situations. wluch may fave rise to 
excessive compensation are wliere (i) the individual or rxjm^r of his imrxdia.te 
family CTms or is co:iriittcd to acquire a- substantial financial interest in 
the contractor's organization; or (ii) OTmorship of the contractor is limited 
to a small cohesive group j or (iii) tiie volume of Concernment contracts when 
related to the contractor's total business is such as to influence the amount 
of co-TiTjensation. 

c. The cost of options to purcliase stock of the contractor corporation 
granted to employees is not alloi-rable. 

d. .^onuses to onployeos, such as production incentives and 
suj-rostion or safety awards, represent a part of thoir total compensation 
and are allot-rable . when appropriately allocated, if they are: 
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(!•) ^rid pnrsu^iit to rn r.r.;)s length ^greonont bcti/c^on the con- 
tractor r.nd thj .r.nrploycos bofcrc the services .r:ro rendered or pitrsuc^nt to c.n 
estrblishod pirn consist..ntly follo'Tod by thv contractor uhich constitutes, Ln 
cffoct, cn implicit arroonont on tiio prrt of the contractor, 

(2,) ?ijGson?blo in amount. ?or the purposo of doterninr.tion of 
ro.?scnrbl.nes5 the onnloyor contribution sh?.ll not exceed \S% of the totr.l 
brsic conpensrtion paid or accrued to the ptirticipctinp eriployees in thrt 
Y^z'c unc-or consideration. . 

(3.) Prid for current services rctuclly rend-^i-ed by ei.iplcyees* 
\h.) Avrilrble to r:ll errployees of the contr-rctcr or to all 

eroloyjesirithin^ group or scl^ry cl^ssif icc^tion vhich is not unre^sont^bly 

restricted. 

(5.) Allovrble orc'inrry or n^^cess^ry busin.^3s e::pense for 

tr:: purposes. 

(6.) Not restricted to officer or other oriplojree stockholders 
or rro not distributed on the b?:sis of stockhoidine:s. 

(7.) -W.1 eiTployeo c6i-pens?.tion, including such profit shr:rinf: 
(distribution, is rerson^ble in nnount for such services. 

; Vex it sh:!rin^ pirns ^ These pirns provide; for sdditionrl 
cc/r^.nsction rnd ere brsed on or rie^^sured by contractor's orrnin's. These 
pirns frll into tT^o c-tegories, imi^iedirte distribution and deferred distri- 
bution, pirns. 

(1.) Cc!^^y^ns^.tion p?.yrblu un'cr irj-.i^dirite distribution plr.ns 
is rllo-jnble nubj-^ct to the criteria set forth in subp^raprrph d. above.' 

(2,) ^riployer contributions under deferred distribution profit- 
shrring pirns, to bo rlloxTrble costs, nust i^eet rll pertinent conditions set 
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forth under subpr^r^jrc^ph c. cbovo rnd, if siibjoct.to Intcmrl Rovonuo Service 
conni(?.erction,. nust hr.vo thuir approval, Thv. cr:rry*ovcr provisions of the 
ron-ar:tions of Intcrnr>l H.;vcnuu Service with respect to contributions under 
qur.lifi^d duf.rrcc distribution prof it-stering plnns shall not bu rcco-nizod 
for Govjrxnnont contrr.ct cost dotorninction purposes* Forfeitures of non- 
v..;st^d benefits uno-.r profit-sharing plr.n Trill bo treated in r.ccordr.nca with 
t.ie principles str.ted in pnrngrr.ph .l$-20li*29(f ). 

f. Stock bonus plnns ♦ Bonuses of this nature may or ury not bo 
mersi?rcd by profits^ T^hcn stock bonuses nre considered to be c form of 
coqponsr.tion, the mount rlloircble for the contractor's cost in conn.;ction. 
thereivith si:?ll be subject to rll conditions pertinent undwr pcragrciph d. 
r.bovo rnd uic^t the foil o' ring requireiTients : 

(i.) The vrluption placed on the stock for' the purpose of cclcu- 
Ir ting such cost must bc'corputed on n sound br.sis, 

(2.) In the cr.se of unlisted stodc hr.ving no current r.]r>rket, the 
contrrctor nust der:onstrr.te the vrlues rscribed thereto c-:!re fair r.nd rer.sonable. 

(3*) Bonuses pcid in the form of previously unissued stock of 
r.n rffilir.te T-rill not prdinnrily be nlloued unless it ccn be dwnonstrrtod that 
tliere exists ?. bona fide nrjns-length r.{?reenent rnd the values r.scribed to such 
stock rre f^'ir snd rensonrble, 

ih.) Clcins for r.ccrurls of co.qpensstion under s stock bonus 
srrc^nfenent prior to acquisition of stocl^ by eroloyees will not be allowable 
uriess ?.rrr.ngenents are nr.de for rpproprirte credit adjustn..nt of costs in the 
event such stock is not acquired by errployeos. 

The detcrnir^tion of alloi^ability of the cost of pension and 
retirciTiont pirns, training expense, overtime, e::tra pry ri:d multi shift 
pre::iiuns rnd other fringe benefits will be in rccordance with para.?Taphs 
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l5-20ii.27, l5-20ii^ii3, 15-20U.25, and l5-20iiaii respectively. Any fom of compen- 
sation to an employee not specifically mentioned in this Part 2, in addition to 
those set forth in this paragraph, will be given consideration as a part of total 
compensation^ 

l5-20l;#7 GONTIHGENCIES , This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occuirence cannot be foretold 
with, certainty as to time, intensity or even an assurance of its happening. 
These costs are not allowable. (For self -insurance programs see paragraph l5-20ii. 
l$-20li.8 COHTAIBUTIQNS AND DONATIONS . Contributions and donations to established 
nonprofit charitable organj.zati6ns are allowable provided that suah costs are 
reasonable and properly allocable to aovemment contracts. 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amoxint of each allowable contribution must 
be deductible for purposes of Federal income tax, but the deductibility of the 
contribution for income tax p\arposes does not in itself justify its allowability 
as a contract cost. 
15-20U>9 DEPRECIATION , 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated resid- 
ual value, over their estimated useful life in a systematic and logical manner. 
It involves a process of allocation, not of valuation. Useful life has reference 
to the prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life. 

b. • Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based, upon original acquisition cost. . Depreciation will be accounted for ty 
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consistent application of any generally accepted accounting principles and should 
usually be allocated to the contract and other work as an indirect cost. The 
amount of depreciation charged in any accounting period may vary w:.th volume of 
production or use of multishift operations, provided the method followed is 
consistent with basic objectives set forth in subparagraph a. above. 

c# Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby purposes. 

d. Unless othen-^ise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor^s consistent accounting practice, xully depreciated on the contractor's 
books of account. 

e. Allowances for depreciation on emergency facilities will normally 
be determined in accordance with subparagraphs a. through d. above. However, 
x-fhero the contractor has applied for and received a determination of "true 
depreciation" from an iiimergency Facilities Board covering, emergency facilities 
acquired under certificates of necessity, the amounts so determined for "true 
depreciation" over the emergency period (5 years) will be recognized in lieu 

of normal depreciation. After the expiration of the emergency period for the 
facilities concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depre- 
ciated over its remaining useful life and will be the only amount recognized 
as alloi>rable cost, subject to paragraph 15-20U«12» 

l$-20ii.lO H^LOrEE MQHALEs HEALTH AND WiiliF AHE . Included in this category are 
expenses of health and welfare activities incurred for the improvement of 
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Trorlcin.T; conditions rnd th^- irpro\'-onont of oxnplo;ror-oinployoc rolctions nnd 
crrc?loTroa porfornancj. -^:zr.apl<.s of those rctivitios cro house publications, 
Iiorlth or first-rid clinics, and. oiiroloycy counsollinf: ssrvicus. '-^hesc costs 
rrc- rlioT^cblo Tjhjn incurred in accordanco tath thu contractor's established 
prcctico or custom in the industry or area aiid arc reasonable and eauitably 
allocated to all classes of work perfornod in thu contractor's plant. Inconc 
g-nor-t^d from an^r of these activities wUl be credited to the costs thereof. 

l5-20lt.ll J^Ti^Aimim: SaPMS^. This itoa includes the cost of a/nusoment, 
diversion, socia.l activities and incidental costs, such as ncals, lodging, 
rentals, transportation and cratuities* Those costs are unallowable. 

iil?i2ik?-2. ^XC:;S3 R^CILITES. This iten includes the cost of nk-intaining and 
housing idle and e::cess facilities, e::cept thos.j reasonably necessary for 
contract perfoMrncc standby purposes. These costs ar-^ unallorrable. The 
costs of additional plant capacity reserved for defense production shall be 
the subject of a separate contract, 

^--^Q^'-3 FIH:S AMD PI^NALTIIJS. Included in this iton are those costs ros'alting 
fron violations of, or failure of the contractor to cor.ply Txith, local, state 
and 5'ederal laws and ro&ul?tions, i'huso e^^jonses are not allowable. However, 
fines and. penalties, including interest tiiereon, incurred due to situations 
in miich the contractor has been instructed in Tjriting by the Contracting 
Officer to follow a certain course of action, will be allowed. 

Ig-20)..1I. ZRIMCS BLKl.j'ITS . Fringe benefits are alloi^ances and services pro- 
vided by the contractor to its enploycjcs as co;;pensation in addition to restil.r^r 
wages and salaries. 
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ci# The c'ctarninrtion ns to the r.llowrbilitj?' of the cost of pension' 
end r:itirui.icnt plcns, profit shr.ring end other bonuses, r.nd scYorr.ncL; pry will 
bv; in r.ccordr.nco ijith sub-pr.ragrrphs 15-20U.27, 15-20U,6, rnd l5-20l;.38, 
rcGpoctivjly. 

b. Tho cost of other fringe benefits such o.s pr.y for vr.cntions, ' 
holidr.ys, sick lor.ve, military locvo rnd 0:755107^0 insurance is r.llowablo to the 
o:Tfccnt required by lew, enployor-eii^loyoo n.-^roenent, or ostcblishod policy of the 
contractor thr.t constitutes, in effect, nn implicit s^reenent on the contrc?.ctor *s 
pr.rt. 

15-20U >15 I NITIAL PRODUCTION COSTS > Initinl production costs, else known rs 
"stcrtinp-lord costs" ^ r.r^ non-continuinr costs th:!t e.riso in ecrly str.res of 
production bccruso of the Contractor * s lack of exp^rioncu with pr.rticulr.r 
J7!r:terir:l3, i-ir.nufrctijring process^^s or tucliniques involved. Such costs .^.y 
consist of excessive i-rterirl costs resulting froin cbnornrl scrr.p losses, 
excessive direct labor costs r:nd relr.ted overhend resulting fron idle time due 
to t^st?ji;7 r.nd change in production n-^thcds, cost of training employees, r.nd 
e::cessive defective work due to inexperienced labor. 

t'Jliile initia.l production costs are alloiTable, the contractor will be 
erpectw;d to work actively to mininizc or eliminate th-^m as rapidly as possible. 
In cases where these costs continue to an unwarranted extent after the contractor 
lias been alloi'red reasonable time to learn to ma.ke the product efficiently, the 
Gxcvjssive costs will be disallowed • 

15-20U.16 BIS OH/iHCE AMD DlDi^Iil^IFICATIOH 

a. Included under this item are (l) those types of insurance which 
the contractor .is required to carry xander the terms of the contract, or by 
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specific instruction of the contacting officer or his ..uthorizod roproscntstiv* 
rnd. (2) rny othor insurance for which the contrr.ctor socks rciribursoncnt und.r 
th. contract. T1.0 kinds of ins-^rnco ordiiir,rUy incUK^od in the first cr.togoiy 
rrc set out in ASPR 10-$01. 

b. Costs of C3ovornin.>nt required insurrnco era nlloijcblc within the 
lL-.iitrtions ns to the c::tont of covorajo r.nd premium rrtus rpprovod by ti^ 
Govarni-.iont. Costs of other insurance, c:ccept tlir.t cpplicr.blc to- Governracnt- 
OTmed property, r.ro r.lloT.;nblo provided (l) the insurrnce hrs been rpprov.d by- 
tao rdlitcry dcpr.rtn.nt concerned or (2) in the rbsence of such rpprovr.1 
requircracnt, the types of covorcsc -'irtent of covoi-nge, end rrtes crc ' 
rersoncble under the circjnstrnces. Costs rlloT.;ed for use and cccupr.ncy 
5-nsurrnco, horrevcr, will in principle be liinited so r.s to exclude coverage of 
profit, interest, federrl incono tr.xes, r.nd unclloT-rable selling rnd distri- 
bution expenses. 

c. The costs of insurrnce or any reserve covering the risk 
of loss of or dn,r.ge to Goverament-o:.med property rre not .tlloTTrble except to 
the extent thr.t the Government nay have required the contrr.ctor to e^^ry such 
insurrnce, 

d. The costs of r self insurrnce progrrn r.re ellowablc provided the 
pro,^rn Iv^.s been'npproved by the I-Iilitary Depr.rtnents. Acturl losses sustained 
under such c self- insure. nee pro^rsn ere not cllowrblc. 

c. The costs of insurrnce on the lives of officers, partners or 
proprietors, ere not r.lloTTT.blo except where such insurrnce is pert of en 
eiTsloyec group plr.n which is not unduly restricted. 

f . Losses resultins frora feiluro to insure (through self insurrnce 
or othen.iso) ejrinst r contingent loss or derr.ge, where e reesonebly prudent 


1517 

business orgr.nizr.tion uould hr.vo insured a r;- ins t such loss or dcrrgc, ere not 

r.llOTKlblC;. 

g. Costs of indemnification, in lieu of insurance, xfill be alloi^ablo 
onl;r to tho extent expressly provided for in the contract. By the tern 
"indorinif icrtion" is nocnt Govcrnnont cssuimition of losses arisLng fron (i) 
Icclc of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage. 

l5-20a.l7 DJT^-ILIST Ai^ OTrL^R FINAHCL^iL BXP^KSIS . This iton includes interest 
paid or accrued (rofxirdless of the a-^ture. of the obligation v;hich gives riso to 
the interest co,3t), bond discount and expenses, and the cost of financing and 
refinancing operations as vjII as legal and professional foes paid in connection 
TTith the preparation of a prospectus, costs of preparation and issa?nce of stock 
rights and e:cpcnscs related thereto. (S^e also l5-20l4.2li) These, costs arc 
unallowable except for interest assessed by State or local taxing authorities 
under the conc-itions set forth in subparagraph l5-20l:.lil, 

1$-20U.18 j JiBOP. RSLATIOIIS . This iton covers e^enscs incurred in naintaining 
satisfactory relations between the contractor anc^ his employees. It includes 
the costs of shop stetr.rds, labor jna.nagcincnt connittees, employee publications 
and other related activities. Costs incurred for these purposes are alloT^rablc. 

1^20[i.l? L05S: :s on OTIER COMTR./iCTS . This item covers any excess of . costs over 
income under any. and all other contracts, whether such other contracts arc of -a 
supply, research and dcvelopmont, or other nature. Costs of this nature are not 
clloT-jablc as a cost of performance of the Government contract. 


}-^-'^0h,20 VAIlVIEmmii AW RSPAIRS . (a) This item includes those costs 


ncccsscry 
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for thj upk;jop of property which neither cdds to the pernanont vcluc of the 
property nor rpprcciably prolongs its intended life but keeps it in its efficient 
opor-ting condition. These costs r.re alloxirable, i3^enditur^;s for plant and 
ccy-ipment irhich, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation will be allcn-7ablc only on a depreciation 
basis.. Cost of nia intcna.nce and repairs of ercoss facilities and of idle 
facilities (other then reasonable standby facilities) are not allOT-xablo. 

b. Deferred mintonancc is defined as maintenance and repairs vrhich 
for sonie r-rson such as abnormal operating conditions or lack of fund.s, is 
delayed to a future period. The cost of maintenance and repairs x-mich iias been 
d..-ferrv-d from a period prior to the contract is not allo\.jable unless specifically 
provided for in the contract, i^ikewise, the estimated cost of maintenance and 
repairs norr:rlly required but not accomplished during the period of the contract 
T-all not bv. alloT-red as a cost unless specifically provided for in the contract. 

15-201;. 21 MiimpV^CTURIHG LW PRODUCTIOII I:NGIIIISRING . iianufacturing and pro- 
duction en.-ineering includes the cost of engineering activities in connection 
irith (1) current manufacturing processes such as motion and tL-x study, methods 
."nalysis, job analysis, and tool design and ijiprovenent and (2) current pro- 
duction problems, such as iiiaterials analysis for production suitability and 
component design for purposes of sLnplifying production. Those costs are 
allorrable, For purposes of distribution, such costs should ordinarily bo 
divided into tiro categories: (i) those vrhich directly benefit a contract, a 
project, or a product line and (ii) those e::ponsos which are not subject to 
direct costing. Items in cater^pry (i) should be ciia.rpcd directly to the contract 
or project or allocated to the products in the product lino. *^osts in catugory 
(ii) should be allocated to all benefitted work. 
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I5>20h«22 iIfiTi:.RIALS AND SUPPLES , 

a. '^his item includes the not costs of such items cs rciTj inr. terials, 
pcirts, sub-r.sscrnblios> corrpononts, r.nd inr.nxifricturing supplies, whether purchnsed 
outside or jnonufr.ctured by the contractor, end may include such collaterr.l items 
r.s inbound trr.nsportntion rnd intrmsit insurr.nce. These costs r.re c?lloTO.ble 
subject, however, to the provisions of subpr.rr f;rr.phs b. through below, 

b. Costs of mr.terinls r.nd supplies shrll be suitably adjusted for 
rpplicnblc portions of income r.nd other credits. Such income r.nd other credits 
include trrde discounts, refunds, rebrtes <?.nd r.llov-ances, cr.sh discounts avrilo- 
ble,. one- credits for scro.p and salvage end materials returned to vendors, 
iriowever, where the contractor can demonstrate that failure to take cash discounts 
was due to circui'astances beyond his control, such lost discounts will be allowed. 

c. Reasonable charges arising from c'ifferences between periodic 
physical Inventory quantities and related ma.terial-control records will be 
ijncluded in arriving at the cost of ma^terials, provided that such charges (i) 
do not include "write-c.o::ns'' of values, and (ii) relate to the period of 
pbrfcri-ia.nce of the contract. All crwdits arising from differences between 
Periodic physical inventory quantities and related material -control records 
siiall be taken into account, 

d. vJiion ma.torials arc purcliased specifically for and identif ia.ble 
solely with performa.nco under a contract, the actual purchase cost thcrjof 
should bo charged to the contract. Any generally recognized method of 
pricing materials issued from stock ma.y be employed, provided the results 
obtained arc equitable, ^'hion liiaterials in stock at the commencement date of 

a Government contract have a provable replacement cost significantly different 
from book cost, the contractor and the Government may agree upon the use of a 
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ncthod of pricing bcsod upon the fair vr.luo of the- mrtcricls (but not in excess 
of replccJitiunt cost)* Such r.greenent should include identification of the 
tj^es or kinds of mr.terir.ls involved, r.nd should proferr.bly be mr.de at the tine 
the contrr.ct is entered into nnd providud for therein* 

c, Ordinr.rily inter- coinpr.ny or intcr-division^l sr.les or transfers 
of mr.terinls shr.ll be str.tcd on the bcsis of cost to the transferor. A 
departure fron this cost basis is pernissiblc when the transactions involve 
itenc regularly manufactured and sold by an affiliate or division through 
coinri^rcial channels except as to iteias on which the Government is ultima.toly 
the sole user. In those latter cases, hoiv'cvcr, the price charged to the contract 
nust not exceed the lower of (i) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (ii) the prices of other 
suppliers for the same or substnntially similar items. In other situations wiiere 
consideration of the minority interest in an affiliate would warrant departure 
frori the cost basis, such departure may be permitted but only if expressly 
authorized or approved by the contracting officer. ' 

l5-20li.23 ORCyiMIZ.\TION EXPl^HSLS . This item consists of expenditures in 
connection with organization or rcor5;anization of a business. Examples of such 
costs arc incorporation fee, attorneys fej, fees to promoters and organizers 
and costs of raising capital. . These costs are unallowable. (See also paragraph 
l5-20i;.17). 

lg-20l;,2li OTKSR BUSEri^lSS EXPliiNSES . Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders' meetings, proxy 
solicitations, preparation and publication of annual reports to sliarc;holders. 
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propr.rrrtion r.nd subnission of required reports r.nd form to taxing and other 
rcgulr.tory bodies and incidental costs of directors and connittee ncctings# 
The. above and sintLar listed costs are allor-iablc uhen incurred in reasonable 
amounts in accordance uith the contractor's established practices and are allo- 
cated on an equitable basis to all classes of v/ork^ 

15-201;, 25 O VSRTIIg, IZXTRi^ PJiY SHIFT AW IiULTI SHIFT PRagUI'B . This iten 
consists of the prcmiun portion of overtinc and shift payncnts to o.nployces^ 
Such preniuius nay be classified as either direct or indirect labor costs, but 
the amount of overtirio preniun should be separately identified* When direct 
labor cost is the base for distribution of overhead, ovcrtino proniuns shall 
not be included therein* Cost of overtime and shift premiuns are allowable 
only to the extent e::pressly provided for in the contract or otherwise 
authorized by the Government* See ASPR 12-102 for further inforina.tion con- 
cerning the policy regarding such authorization* The amount of overtime arjd 
shift premium cost cl'iargcd on Governr.icnt contracts sliall be equitable in 
relation to the amount of such costs charged on non- Government work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the incurrance of the cost* 

I5"20li*26 PATENT KXPLNSHS * Included in this item are amortization of the cost 
of purchased patents and all costs leading to the issuance of patents, as well 
as the cost of infringement investigation and litigation* Amortization of the 
cost of purchased patents applicable to contract products or processes is 
alloTjablc. The cost of preparing disclosures as required by the contract and 
of preparing assignixnt and other papers in connection with the filing of a 
patent application for the Government is allor^able* All other patent expenses 
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r.nd chnrpas for tho use of pntents vhoro the Govcrnnont hrs c license or the 
ri'Tht to frcj use thereof arc iiiic?lloT7rblc. The cost of rcsccrch r.nd devolopnicnt 
-rork leading to pc?tonts Is treated in subpcircgrr.ph l5-20li*35. 

a. As used herein, a pension or retirement plc?n is ?. plr.n which is 

established r.nd rncintc?.ined by a contractor primarily to provide systomcticr.lly 

for the prynent of definitely deterninablo benefits to his eirployecs over a 

period of ycrrs^ usurlly for life, after rotironcnt. Such a plan may include 

disability, withdraTjal , insurance or survivorship benefits incidental and 

directly related to the retirement benefits. ' Hctirenent benefits generally 

are ncasured by, and based on, such factors as yenrs of service and cojjpensation 

the eiployees. The determination of the anount of retirement benefits anc 
received by/ the contributions t). provide such benefits arc not dependent upon 

profits. ^Qnofits are. not definitely dcterninable if funds arising from for- 
feitures on ternination of service or other reason nay bo used to provide 
increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by tho employer. A plan designed to proTddo 
benefits for cirployecs or their beneficiaries to be paid upon retirement or over 
a period of yenrs after retirement T-riLll be considered a pension plan, if, under 
the plan, cither the benefits payable to tho employee or the required contri- 
butions by the contractor can be determined actuarially, 

b. Pension and retirement plans which arc subject to the approval 
of the Interna.l Revenue Service must have boon so approved prior to consideration 
by the liilitary I^opartmentj however, approval of the plan by the Internal 
Revenue Service does not necessarily assure acceptance by the Military Depart- 
ment. Consideration of the plans will be tho responsibility of the Department 
to Tjhich audit cognizance is assigned and the subsequent action taken by that 
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Dcpr.rtriont T7ill gcn^rrlly bo accepted by the other Deprrtnents. In esses where 
the xnternr.l Revenue Service withdrrws approval of a pl.-n, anounts allocated 
to coiitu-act costs Trill be Td.thdravm rccordingLy. Where pension and retirenent 
plans of non-profit or otlicr taji-oxerapt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsi- 
bility of the -Oepartnent to which audit cognizance is assigned to give 
consideration to the acceptability of such plans, 

c. The costs of acceptable pension and retirement plans, which are 
properly deductible fro.-n ta:s!blc inconc arc allowable except as otlicrt^ise 
detarnincd unallowable under this paragraph. Costs of acceptable pension ar^d 
rctironent plans established by nonprofit or other tax-exempt organizations 
arc also allovrablc except as othervdse dcternincd under this paragraph. 

d. Pension and retircnent costs constitute a part of the total 
ccnpcnsation by a contractor to the individuals covered by the plan, and 
accord.ingl.7, are subject to th-- provisions of this section trith respect to 
reasona.blen'.ss of the total corapensation paid to the individual for the services 
rendered. (See l5-20it.6) 

G, The amount of the contribution subject to allocation as a 
contract cost will be linited to the raaxiraun anount required to fund an 
approved plan or the anount actually contributed during the taxable year, which-, 
ever is the lesser. The carryover provisions of the Internal Revenue Code \n.ih 
respect to contributions under pension and retironent plans shall not be 
recognized for the purpose of deternining allov.'a.ble pension and retirencnt 
costs under Governracnt contracts. 

f.- Circdits which arise under pension plans fron varioiis sources, 
such as dividends and cancellation of cnployee benefits which have not vested 


?.t tho tL-nc of tcrminc'tiwn of thoir orploynont, nust bo tr.kcn into recount in 
r.n cquitcblu rrr.nnor in tho dctorninntion of the r.llorablc pension and rctiroinont 
contribution. Spocir.l provision for those credits is usually nccossrry when 
tho contrr.ctor 's orgrinizGtion hr.s subs tent ir.lly expanded for the perforracinco of 
niiitary contr:^cts r.nd there is n reasonable o:cpectation ttet the crploynont of 
5 Icrge nuriber of the additional eroloyoos will be terminntod upon curtr.iln^nt 
of nilitr.ry work. Under these circumstances, it will be eiq^octod that an 
arrangement will be inade which mil result, as nearly as may be practicable, in 
thu Government's receiving tho benefit of these credits to tho same extent as 
it originally participated in the related .costs. There are two general methods 
which may be used, individually or in combination, in ixking such arrangements*. 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance. Determination of such allowance generally 
is not an actuarial problem involving a calculation based upon knoi^m factors, 
but rather is an atteropt to reach a negotiated agreement as to various uncertain 
or variable factors in a corplex situation. 

(2) A retrospective determination at some tin: in the future 
when a more accurate estima.te can be made by virtue of. experience which may 
have developed. Until such determination, current costs, which should he net 
of current credits nay be allowed provided an appropriate contractual agreement 
can be reached which reserves the Government's right to future credits, 

g. The costs of lunp sun purchases of annuities or of lurop sum cash 
payments or periodic cash payments made to provide pension or retirement 
benefits for retiring or retired enployeos other than incurred under approved 
pension and retirer:icnt plans arc not allowable, 

lg-20l>,26 PLANT PROTECTION EXPJNSr^, This item includes the cost of plant 
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pi-*ctuction ivrjrsuros such ?.s irr.gos of ^unrds, oquipncnt of guards (uniforns, 
firccrnos, etc.), r.nd dcprocir.tion on plr.nt protection cr.pitnl r.ssets. j^or 
the p\irposo of centre ct costing, these 03cpcnsos arc divided into two cr.tog:orios^ 
nr-raoly, norrnr.l plr.nt protection expenses r.nd special plr.nt protection expensvjs* 
Nornr.i plr.nt protection costs ere cllOT'Trble end are cllocrble to nil wrk in the 
plr.nt* Spocirl plr.nt protection costs, which tern refers to on extension of 
the contrrctor's normrl plrnt protection progrcn rre rlso allownble and cllo- 
crblc to specific Governnont contrrcts requiring specirl protection upon the 
specific direction rnd spprovrl of the contracting officer. 

15-20U.29 PRSCOHTR/iCT CX)STS 4 Prccontrcct costs rre those which are iaicurrod 
prior to the offectivo date of the contract and which would have been allowable 
thcreiuider if incurred after such date. Such costs will not be allowed unless 
specifically set forth in the contract and nay be limited to a period of tirje 
as well as to the type and amount of such costs* 

1$-20U*30 PROFESSIONAL SDRVICJS - h^CJj, ACCOUNTIKS, SNGEir^Rp^G ArlD OTKUl . 

a. This item includes the cost of profess ionrl services rendered 
by the members of the particular profession separately engr.gcd. These costs 
gcnerallj?' rro allowable when reasonable in relation to the services rendered 
and are not contingent upon recovery of the costs from the Govormont. 

b. ^actors to be considered (among others) in determining the 
allowability of costs in a prrtic\£Lar case are: (i) past pattern of such costs, 
particularly in the years prior to the award of Government contracts; (ii) the 
intact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services e^q^ectcd of the contractor's own organization; 
and (iv) whether or not the proportion of Government production to the 
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contractor's toto.1 production is such r.s to influence the contractor in fc?v6r 
of incurring the cost, pnrticulr>.rly where the services rendered r.re not of a 
continuing ncture end hr.ve little rolntionship to production und>^'r Governnent 
contrr.cts* Retainer fees to bo alloxrable nust bo reasonnbly supported by 
evidence of services rendered • 

c. . The costs of legal, recounting r.nd consulting services end 
relc'.ted expenses incurred in connection with 0rgr.ni2r.ticn or reorgcnizction, 
prosecution of pntent infringement litigntion, defense of r.nti- trust suits, end 
the prosecution of clriiTis r.gr.inst the Governnent are unalloT-jablc* 

l5-20li>31 PROFITS LOSS::S ON DISFO-SITIOH OF PLANT 3 SQUIPIOJT OR OTICR 
giPITiiL ASSETS ♦ Included heroin are grins or losses of any nature arising 
fron the sr.lc or exchange of plant, equipment, or other capital assets, includ- 
ing sale or exchange of cither short or long terni investments. Profits or 
losses on sale or exchange of capital assets, including investments, vriLll be 
excluded in conrputing contract costs* 

15-20U«32 RbCOIvyURSION EXP^JNSilS , Reconversion e:qpenses are those incurred in 
the restoration of the contractor's facilities to approximately the same 
ph^^sical arrangement and condition existing imnedir.tcly prior to commencement 
of the militarj'- contract ixork and incliide the cost of removal of Government 
property • Reconversion expenses are not allo^'jable except tiiat the cost of 
removing Government property and the restoration costs caused by such removal 
arc alloi'iablc if specifically provided for in the contract. 

lg-20li>33 R5CRUITIKG EXPANSE . This item includes the costs of "help wanted" 
advertising and the operating costs of an ciq^loyment office necessary to secure 
and maintain an adequate labor force* It further includes the costs of operating 
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r.n cducr.ticnrl end sptitudc testing progrr.n, trr^vel expenses of cnployoes 
Trhilo engaged in recruiting personnel, nnd tr?.vel expenses of applicr.nts for 
intorvicT-js for prospective employncnt. ^hcsu costs sre allowable* ^Jhcre the 
contractor uses privrte enployment agencies, costs not in excess of stnndrrd 
coanorciril rr.tes for such services are clso rXiouable* Costs of special 
benefits or enolunents offered to prospective employees beyorid the standard 
practices in the industry are not alloTr/able • 

I5-2OU.3U HCIJT;XS of PUJIT and EQUIPiyEICT . (Including sale and leaseback of 
facilities.) 

This itcn includes expenses for (i) use of land, buildings, and 
cquipncnt or other personal property, and- (ii) rental expenses under sale and 
loaso-back agreenents incurred by contractors tlirough sale of plant facilities 
to invostincnt organizations (such as insurance cojiirpanies) or to private inves- 
tors and concurrently leasing back the sane facilities, 

a. Rentals of plant and equipncnt under (i) above are allowable 
if the rates are reasonable in light of the type, condition and value of the 
facilities leased, options available and other provisions of the rental 
agreenont, ' . 

b. Rentals specified in sale and luase-back agrecnonts under (i) 
above are alloTja.blc only to tho extent tiiat such rentals do net exceed normal 
costs (such as depreciation, taxes, insurance and maintenance expenses) which 
TToiiLd have been incurred had the contractor retained' legal title to the 
facilities. 

lg-20l»,3g RLSIl'iRCK i:m Research and development expenses (some- 

tiitios r:ifurrod to as general engineering e^qpenses) for the purpose of contract 
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costing r.ro civiOod into two mjoi' cstogorios, nancly: 

a. G-jner?.! rosocrch, also rcforrc-d to ?.s b?.sic resccrch, fm-ici.r.iiient 
rcscr.rch, pure rosccrch r.nd bluo-sky rcsoarch. 

b. Rcintod rosoarch or dovulopncnt, also rcCcrrod to ns spplicd 
rusocrch,- product roscr.rch and product line rosoarch. 

(i) Gonorr.l roscsrch is thct typu of rosoarch nhich is 
diTJCtcid toward increase of laiOTxlcdc^c in science. It is reserrch where the 
primary r.in of the investigator is c fuller knowledge or un<f:crttr.nding of the 
subject under study, rather then c. prcctical application thei*cof. The costs 
of a contractor's independent goncrcl research' shall be c.n allowsblc cost in 
all cost t'?pe contracts under the folloxjinc conditions: 

(i) The amount of such costs is reasonable. 

(ii) The costs r.re equitably allocated to all works of 
the contractor other than its independent research. 

(iii) The- contractor has submitted a report covering such 
independv-nt general research projects showing the folloxjing: 

(1) Description and objuctivos of the project. 

(2) Anticipated total cost. 

(3) Cost durinp the p-riod under review. 

(I;) Benefits expected to accrue to the mission of 
the Department of iJefensc as a result of project. 

(iv) The business of the contractor at the time of 
entcrin:: the contract is predominantly {7$% or more) commercial. (If less 
than 755^ comi.iercir.l at th- time of entering the contract allowance may be 
authorized by special contract provision.) 

The above conditions will also apply in the negotiation of pre- 
determined overhead rates. 
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(2) Rolct-jd rcsor.rch is thct typo of research which is 
diroctjd tow?.rd prscticc>l npplicrtion of sciunco, and "duvelopncnt" is the 
systcnntic uso of scientific knowledge directed toward the production of 
usofiil naterinls, devices, methods, or processes, exclusive of design and 
production engineering* The costs of a contractor's independent related 
research (that which is not sponsored by a contract or grant or is not otljor- 
Hiso reiribursod to a contractor) nay, if allocated on the basis of all 
production, be allowed as a cost to any cost type production contract if the 
research is related to the product or product line. No portion of such re- 
search will be allowable under cost-type research and development contracts* 

c. Research and development costs, regardless of the nature, 
T-rhich were incurred in accounting periods prior to the ax-jard cf a particular 
military contract, (including amounts capitalized and the cost of patents 
obt-ine>d) will not bo allocated to that contract unless allo^-jable as pre- 
contract costs (Paragraph 15-20U.29). 

I5"20lu3 6 ROY.'iLTY PAYI-ENT3 , This item covers amounts paid for the right to 
use patents. VJhere the use of such patent is necessary for the proper per- 
formance of the contract and where the Government does not already have a 
license or other right to use such patents, the royalties are alloi/able to 
the extent ejg^ressly provided for elsewhere in the contract or othervjise author- 
ized by the contracting officer. 

1$-20U.37 SERVICE AMD l-I:m;KTY EXPENSIS . This item includ.es the costs of 
servicing the product installation, training personnel in the use, operation 
and maintena.nce of the product, correcting product defects, replacing 
defcctivu prrts, arid other related operations or practices. ^'*ctual costs to 
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bo roinburscd to tlio contrr.ctor will bo in accordnnco with the cli^uso of 
tliG contrr.ct entitled "Inspection of Sxipplijs snd Corroction of I^of^cts"; 
(Sou p-rrr.grcph ASPR 7-203. 5)> or as othorwiso provided in the contract, 

15-^20U.36 SZVaR/U-JCB PAY .- Sovoranco pay, also commonly referred to as dis- 
missal wages, is a payment in addition to rugiilar salaries and wages, by con-, 
tractors to workers whose employment is being terminated. 

The cost of severance pay is alloriablc only to the extent that, in 
each case, it is required by (i) law, (ii) employer-employee ajreemcnts, (iii) 
established policy that constitutes, in effuct, an irplicit agreement on the 
contractor's part, or (iv) the circumstances of the particular uirployment. 

Fur contract costing purposes severance pay is divided into two 
catororiws as follows: 

a. Norina.l Turnover So-verance Pay ^ The cost of severance payments 

is allowable and must bo allocated to all classes of work being performed in the 
contractor's plant at the time of payment. However, where the contractor pro- 
vides for accrual of pay for normal severances such method will bo acceptable 
if the amount of the accrual is reasonable in light of payments actually made 
for normal severances over a representative past period. 

b. l bs 5 Severance Pay . The cost of abnormal or mass severance pay 
actually made upon cessation of work when- there is no reasonable prospect of 
continuing eqployment on other work of the contractor is allovjablo* The 
amount allowable slTa.ll be determined by assigning the total cost of actual 
mass severance payments to the entire period of employment with the contractor 
and equitably apportioning such cost to all business of the contractor per- 
formed during that period. 
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1^ rusorvstion in the finr.l roloaso of clr.Lns (sue ASPR 7-203. U) mcy 
bo nr.du in the cr.so of conplotcd cost-reimbiirsoment t^/pa contracts vhjn it is 
ronsonr.blo to cssvuncs thrt sovornncc pay rllocablc to the contract will be nadc 
in the future, 

l$-20l!.,39 SPI^jCLIj TOOLING . The torn "special tooling" nor.ns property of such 
spccir.lizod nr.turc that its use, without substantial nodificaticn or alteration, 
is linitcd to the production of the particular supplies or to the perfornance 
of the particular services for which acquired or furnishedt It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is alloirable and 
will bo charged directly to the government contracts, "^'^hen such special tooling 
is acau5jrod it shall be subject to the provisions of the contract clause set 
forth in /iSPR 13 -$03 entitled "Gbvernment Property". 

l $-20li.l40 STRIKi:S Al^m LOCKOUTS 3 SX?::;NSLiS OF . The situations and conditions 
surrounding strikes and lockouts are so varied that it is impossible to estab- 
lish a general principle providing for allowance or disallowance of costs in-- 
curred during' such occurrences. Kach case must be considered on its own merits. 

l$-20h»ll TAES* Taxes are cliarges levied by a- government vmit* They do not 
include .fines and pena.ltios except as otherwise provided herein* 

a. In general, taxes which the contractor is required to pay and 
which are paid or accrued in accordance xd.th generally accepted accounting 
principles are allovxablc, except (i) for Federal income and excess profits 
taxes; Cii) taxes in connection with financing, refinancing or refunding 
operations (see paragraph 15-20U.19); (iii) taxes from which exceptions are 
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cvrilrbloj r.nd (iv) spocL?! sssossncnts on Irnd uhich represent ccpitcl 
inprovonjnts . 

b. Tr.xos otherwise allowr.blo under a. above, but which my be 
illjgr.lly or erroneously assessed niay be alloTWd as a cost of work porforned, 
provided tl-iat the contractor, prior to prynent of such taxes, (i) proitptly 
requests instructions fron the contracting officer concerning such taxes j (ii) 
cfToes to coiiply Tfith such instructions; and (iii) if so directed by the 
contracting officer also agrees to take all necessary action in cooperation 
T-ith and for the benefit of th3 Government, to determine the leg;ality of such 
ass'-ssnont or, as the case may be, to secure a refund, of such taxes and any 
interest or pcna.ltics thereon. Interest and penalties incurred by a contractor 
by reason of the nonpayment of any tax at the direction of the contracting 
cfiicor, shall be allowable as a cost. Reasonable 03q3cnses of any proceeding 
instituted by the contractor at the direction of the contracting officer to 
determine the legality of such an assessment or to secure a refund, of such 
tax>.s, interest or penalties for the benefit of the Government, shall also 
be allowable as costs. 

c. Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in %jhich contract costs absorbed 
the costs of taxes, interest or penalties. If at the time the refund is re- 
ceived by the contractor, no defense contracts are being performed, tlx- amount 
othen^ise to be credited to contract costs slir.ll be paid directly to the 
Government. 

Ig-20l!.lt2 TR/JE, BUSItGSS. AM) PROPTSSSION/jb ACTIVITES . 

a. Mei*ct^hi£S. This item includ.es costs of membership in trade, 
business, and professional organizations and such costs arc allowable. 
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b. Subscript ions > This item includes tho cost of subscriptions to 
trr.do, bus.inoss, profossionr?.!, or tochnicr.l porioc5.icr.ls. Such costs o.ro 
r.lloiznblo, 

c* Meetings r'.nd Conforcnces . All other enter tcianunt expenses, 
including those classified r.s gratuities in accordance with AS?R 7-20U.13j -re 
unallowable, 

lg-20U>U3 TIL^IHIMG EXPENSKS , 

c. This item includes tho costs of prepnring r.nd mr.intcining a pro- 
grr.m of instruction dosi&Tied to increr.se the over-r.ll effectiveness of ej^loyees, 
Includ.ed r.re the costs of the director of trrlning r.nd str.ff, tr.^ijains nr.terir.ls 
and te::t books wh^>n the trrining proprcm is controlled by the contrr.ctor, nnd 
tuition, fees, trrining iTir.terir.ls c?.nd te:ct books when the trr.ining is in 
educrtionr.l institutions. 

b. Such costs which r.ro limited to on the job training r. re 

allowr.blo when properly r.llocr.ted# 

c. Costs of training in cducr;tion.?l institutions ore not allowr^blc, 
except to the extent specificrlly provided in the contract. 

l$-20li,UU TIU.KSPORTATIQH jLXP^NSBS . Trnnsporttttion e:cpunses include the cost of 
frei:,iit, express, cartage and postage relating either to goods purchased, in 
process, or delivered. 

Vlhen such costs can readily be identified with the itens involved 
they ina.y bo direct costed or added to the cost of such material • (Sec paragraph 
15-20U.2U). vJhcrc identification viith the iiiaterials rocoived cannot readily be 
made, inbound transportation expense nay be charged to the appropriate indirect 
expense accoimts, provided the contractor follows a consistent procedure in this 


rcspoct. Outbound froij;ht, if roirhbursablo under tho tcrns; of th^J contrnct, 
should bc' treated ns. direct cliarges. 

l^-20h.l6 TRAVHL LXPEN5£S > This includes costs of trnnsportp.tion, lodging, 
subsistunco end. incidontol expenses incurred by contractor personnel in a 
trr.vel. str.tus while on official conprny business. 

Cm Tr?.vol expenses inciirred in the normnl course of overall 
r.dninistration of the business and applicable to the entire business are alloi-j- 
ablc x-jhen properly allocated. 

b. Travel expenses directly attributable to contract perfor^i-^ncc 
m.?.y bc charged to the contract in accordance with the principle of direct 
costinr:. 

c. Subsistence and lodfiing including tips or siiiiilar incidental 
expenses may be reiribursod either on an actual or per diem basis. The basis 
selected should be consistently followed. 

d. frosts of premium transportation may be alloi-jed when it is 
shown to be necessary to performance of the contract. 

e. Entertr.innont expenses arc not alloviable. 

f. Costs of personnel movement of a special or mass nature are 
allox-xablc only when authorized or approved in writing by the Contra ctinr; Officer. 
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CONTRACT COST PRINCIPLES AND STANDARDS 


15-000 Scope of Section o This section sets forth, in general, prin- 
ciples and standards for the determination of costs to be utilized in con- 
nection with the negotiation of prices and cost reimbairsements for all con- 
tracts under the jurisdiction of the Department of Defense o 

15*001 Effective Date of Section o This section shall be complied 
with on and after , 19^3^ although con?)liance is authorized 

from the date of its issuance <, 

PART 1 - APPLICABILITY AND PURPOSE 

15-101 Generalo The principles and standards set forth herein are 
intended to apply uniformly (except as expressly qualified) to the deter- 
mination of either estimated or actual costs of performance of all prime 
contracts and subcontracts c, the prices of which are subject to approval 
or review by the Department of Defense « 

15»102 Reasons for Issuance- of This Statement p Defense procurement 
is a matter of great public interesto It is important that it be con- 
ducted on a plane that assures the Congress and the taxpaying public that 
defense materiel is being obtained at fair and reasonable prices without 
waste and extravagance « It is also important to assure defense manufac- 
turers (especially coirpetitors), of fair and equitable treatment^ without 
discrimination,, in contract pricing • A vast amount of defense materiel 
is obtained, especially in periods of emergency, under conditions where 
prices cannot be established siinply by competitive bidding© The nature 
of the inherent risks in defense production, especially in the time- 
length of contract performance, and the frequent absence of complete pro- 
duct specifications, result in the use of various forms of contracts in 
which prices are determined to a greater-or-lesser degree by the use of 
cost data ~ both estimated and actual* The gathering, analysis, and use 
of cost data are conplex problems, both for dontractors and Government 
negotiators, as well as industrial and Government accountants and auditors 
who are more skilled in such matters o Cost problems are serious and di- 
verse, both with respect to more basic business practices and to applica- 
tion of appropriate' accounting principles » An adequate statement of cost 
principles and standards is necessary in order to avoid misunderstanding. 


as well as confusion, delay, and expense in contract negotiation and admin- 
istration, including auditing and settlement of contracts • Every defense 
contractor, therefore, should recognize the necessity of the adoption of 
these principles and standards in the coriimon good — not insrely for cost- 
reimbursement- type contracts, but also for other special types of contracts 
the use of which has greatly increased. 

15-103 Application of Cost Estimate S o Cost estimates siabmitted by 
contractors are used for the following purposes: 

(a) Under outright fixed-price contracts: 

(1) Negotiating fixed prices, to the extent there is an 
absence of other objective criteria to enable the 
determination of a fair and reasonable price. 

(b) Under fixed-price contracts containing price-redetemdnation 
provisions: 

(1) Determination of tentative initial price s, 

(2) Firm revision of initial prices on a forward basis. 

. (c) Under incentive -type contracts: 

(1) Determination of tentative target prices and target 
costs when firm targets cannot be initially determined^ 

(2) Determination of firm target prices and target costs, 
including those cases where there is delayed deter- 
mination. 

(d) Under cost-reimbursement- type contracts: 

(1) Initial estimates as^ a basis for establishing fixed 
fees. 

(e) Under all the above types of contracts for determination of: 

(1) Contract price ceilings. 

(2) Adjustment of prices, price ceilings, targets, fees, 
etc. for all contract changes. 

l5-10li Application of Historical (Actual) Costs. Historical (actual) 
costs are used for the following purposes: 

(a) Under cost- reimbursement- type contracts: retroactive 
determination of prices. 

(b) Under fixed-price contracts,^ with retroactive price- 
redetermination provisions: retroactive determination 
of fixed-prices based on actual costs, to extent 
permitted by Armed Services Procurement Regulations. 
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(c) Under incentive-type contracts: determination of adjusted 
prices after contract completion in light of actual costs 
and adjusted profits or fees^ based upon sharing of 
increased or reduced costs as compared with estimated 
target costs <, 

(d) Settlements in connection with termination of contracts 
for the convenience of the Government to the extent pro- 
vided by the Armed Services Procurement Regulations o 

15-105 Contract Provisions o Where the nature of a contract requires 
or may involve future determinations of price, these principles and stand- 
ards must be incorporated specifically by. reference in the contract or be 
set forth in the contract or appended thereto, in order to be binding upon 
the Government and upon the contractoro Tlhese principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to approval or review by the Department of Defense, or any 
of its subdivisions, executed as of a date on or after <, 1953 o 

Any such contract or subcontract may treat any element of cost thereunder 
more specifically than provided by this statement of principles and stand- 
ards so long as there is no inconsistency therein*, 

15-106 Implementation by the Military Departments ^ This statement 
of contract cost principles and standards shall be followed in procurement 
operations of the three military departments without modification or ex- 
pansion in any way except as to instructions on administrative procedures 
or as provided in the last sentence of the preceding paragraph.^ Any ex- 
pansion of or change in this section, deemed to be desirable, will be 
referred to the Office of the Secretary of Defense for consideration. Any 
interpretations of these principles and standards made in the course of 
contract administration shall be on a case-by-case basis in the light. of 
the specific facts thereof ~ no system of written interpretations to be 
generally followed will be permitted. Administration of these problems 
is a matter for practical business judgment rather than rigid adherence 
to established precedents o 
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PART 2 -> GEMERAL PRINCIPLES AMD STAMDARDS 
FOR DETERMINATION OF COSTS 


15-201 Meaning of Total Cost p The total cost of work perf orrasd or 
to be performed under a contract or subcontract, the prices of which are 
subject to the approval or review of the Department of Defense, is the net 
sura of (a) the allowable direct costs reasonably incident to the perfona- 
ance of the contract or subcontract, (b) the properly allocable portion of 
allowable indirect costs, and (c) less applicable income and other credits. 
AccordrAi; to the circuinstances involved, these costs may be stated either 
in terras of the aggregate for an entire contract or in terras of individual 
units of products or services covered by the contract witli equal applica- 
tion of these principles and standards o 

15-202 ?actors Determining: Allowability of Costs ♦ Factors used in 
determining the allowability of costs include (a} conformity with the 
meaning of total cost outlined in the immediately preceding paragraph. 
(15-201); (b) reasonableness in the amounts of particular elements of 
costs J (c) ailoiv-abillty of the costs as deductions in determinin,?; taxa- 
ble income under the Internal Revenue Codej (d) application of generally 
accepted accounting principles and practices; (e) coordination betTxeen 
the factors considered in determining allowability of costs and in deter- 
miipLng a reasonable profit under the contract, to the end that such 
allowances will not result in duplicating the allowance for any factor; 
and (f) exclusions of specific elements of costs as a matter of public 
or business policy, as set forth in this section. 

15-203 Actual and Estimated Costs c Costs used in negotiating con- 
tracts, or in )naking settlements thereunder, may be either of a histori- 
cal nature (actual costs) or may be estimates of future costs, in whole 
or in part, vjhichever is appropriate for the specific tj'pe of contract 
pricing as indicated in paragraphs 15-103 and 15-10U<» 

15-203*1 Applicability of Principles to Determination of Cost Esti- 
mates as '^^ll as Actual Costs I In general, the same principles apply to 
making cost estimates as to determination of actual costs • Therefore, 
this section will consider cost principles interchangeably as applicable 
to either cost estimates or actual costs, except as may be indicated 
specifically to the contrary^ 

15-203^2 Use of Standard Costs in Cost Estimates o Wherever future 
cost estimates are required, the use so far as practicable, of modern 
standard cost methods should be encouraged, because they provide the 
best means of cost estimating and cost analysis, as well as enable more 
effective control of actual costs diiring contract performance o Such 
methods provide for pricing material costs on the basis of bills of 
materials, labor costs on the basis of studies of time requirements, 
and overhead costs on the basis of budgeted expenses for the expected 
volume and types of production, with reasonable allowances for cost 
variances indicated by experience to be expected for defective work and 
failure to achieve full efficiencyo Such methods provide the best 
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possible assurance of accuracy of cost estimates, as w^ll as the means of 
more effective cost control, when variances of actual costs from standards 
are measured regularly and recorded in the formal accoxintso 

15-203 o3 Use of Standard Costs in Determining Actual Costs c VJherever 
contract price negotiations or settlements depend upon actual costs, and 
contractors have reasonably satisfactory standard cost systems, standard 
costs of products, or parts thereof, with appropriate adjustments for vari- 
ances from actual costs, may be considered to represent actual costs, pro- 
vided such costs are believed to otherwise reflect the application of the 
principles and standards set forth in this sectiono However, normally 
where adequate standard costs are available for conplete end«products^ 
fixed-price contracts should be used© 

15-203 Use of Job-Order or Process Cos t^^ Accounting Method o The 
use of either the job-order or process cost-accounting method in determin- 
ing historical costs of actual contract performance is acceptable o Wher- 
ever there is to be a retroactive determination of initial fixed-prices 
under a price-rede termination clause, or of a revised target cost under 
an incentive -type contract^ it is essential to determine the actual cost 
of production of those items delivered upon which the revised price and 
cost determinations depend; this generally requires separate job costing 
of that portion of production, but any other method of cost determination 
may be tased which will yield equally reliable results « 

15-203 0 5 Use of Historical Costs for Purposes of Cost Estimating <> 
VJhen used in the preparation of cost estimates, unmodified historical cost 
data may not provide a satisfactory standard of future performancej in this 
event their use would be undesirable o Ti/here no more satisfactory cost data 
are available, historical costs may be used in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable to future productiono 

l5"'20a Basis of Application of Principle s and Standa rds to Pricing 
of Standard Commercial rroductSo Standard commercial products are those 
which are normally man\if actured and sold in large volume to customers who 
are neither prime contractors nor subcontractors for defense work, not- 
withstanding the fact that substantial quantities may be sold to defense 
contractors or the Govemirent with relatively little or no change in 
specif ications o In general, it. will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective contrac- 
tor*s costSo The use of escalation clauses generally should take care of 
major contingencies which should not be added to estimated costs in con- 
tract pricing of such products o However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price contracts, these principles and standards 
will be applicable to the extent appropriate o Care must be used in such 
cases in order not to iirpose iit?)ractical requirements on contractors for 
cost estimates — • to meet which requirements might result in work entirely 
disproportionate to the amounts involved o Cost analyses in such cases 
may sometines be based upon other data than current cost estimates 
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for exairple^ when a manufacturer has no cost data for a specific standard 
commercial product, he may have available for analysis, historical sales, 
costs and profit data on a group of products, including the specific one . 
subject to price negotiationo 

1^-205 Application of Generally Accepted Accounting Principles <> It 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are noT\rtiere codified or reduced to 
rigid formulae o Such principlas permit the use of alternative practices 
or conventions, particularly in dirferent types of business activitiesj 
yet in the roain there are jjanerally accepted limts in principle rer^ardinr: 
accounting practices, tho violation of ^jtiich would not be condonod by the 
accounting professiono To the extent there is a twilight zone between 
accepted and non-accepted practices, definite understanding should be 
reached between -the contracting parties o This section covers a number of 
subjects of this nature, so far as they can be covered for general applica- 
tiono Xet inevitably there will be a requirement for specific contractual 
provisions or supplementary interpretations of the contract terms in the 
application of cost principles* 

l5-206 Contractor's Accounting^ System ^ Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
ary nethod of cost accounting or estimating TTill be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable and reasonably accurate results undor the particu- 
lar circumstance So 

15-207 Helation of Contract Costs and Profits p The use of actual or 
estimated costs in procurement pricing is only one phase of establishing 
the total price or monetary consideration under a contract o The determina- 
tion of reasonable profit is another important phase* These two phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee)* Major factors 
to be considered in this respect relate to risks of cost increases or losses 
in performance. Depending upon the type of contract, either the contractor 
or the Government may assume such risks* Where the Government assumes all 
the risk of cost increases or additional unknovm costs, or a major share 
. thereof (as it generally does when these risks are great) through the use 
- of cost- reimbursement- type contracts, escalation or price -rede termination 

clauses, or incentive-type contracts, the profit allowance for cost con- 
> tingencies should be reduced to the extent appropriate. Normally in ne- 
gotiation of prices under outright fixed-price contracts, risks of loss or 
cost increases will be compensated in allowable profit margins rather than 
in allo^jances for contingent increases in cost. Hoijever, no hard and fast . 
line may be drawn here, but it is important that such allowances not be du- 
plicated* For example, a contractor's cost estimates may properly include 
reasonable estimates of cost applicable to normally experienced defective 
T-Tork in manufacturing processes. Cost estimates generally include reasona- 
ble depreciation on plant and equipment; this cost factor is based largely 
upon risks of obsolescence of the facilities* In such cases these factors 
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should not be considered as elements of risk in determining the allowable 
profit o There are other factors having a similar bearing on cost and 
profit determination; for exan^le^ because interest on borrowed capital 
is not allowed as a cost, it should be covered in the interest return on 
capital alloT<^ed as a part of profit or fee; again in contracting for con- 
struction under cost-reimbursement-type contracts, it is customary prac- 
tice to exclude general, administrative and financial expenses from costs, 
but to allow instead for these factors as a part of the fixed feeo 

15-208 Relation of Contract Cost Principles to Federal Income Tax- 
ation o In general, all business costs allowable as deductions for "the 
purpose of determining taxable income under the Internal Revenue Code 
should be allocated (assigned) to the extent appropriate, to the cost of 
performance of. specific contracts, except as otherwise set forth in this 
statement of principles and standards o 

15-209 Special Provisions Relating to Cost Determinations^ Includ- 
ing Limitations o Because of the need for standards of reasonableness in 
determining either estimated or actual costs of performance of specific 
contracts, including the application of business and public policies, a 
considerable portion of this Section, namely Part 3^ is devoted to stand- 
ards of allowability of specific elements of costs under supply and re- 
search contracts with commercial organizations* Moreover, because of 
unusual accounting practices or problems involved in determining costs 
under facilities contracts, construction contracts and research and devel- 
opment contracts with non-profit institutions. Parts I4, 5, and 6 respec- 
tively'', are devoted thereto o 

15-210 Direct vso Indirect Costs o Every method of cost accounting 
or estimating embodies the principle of direct costing of materials and 
subcontract worko Direct costing of productive labor is general practice* 
Other expenses may be costed directly sometimes, but generally many of 
them are allocated to products, job orders, or contracts, etco on an 
arithmetical basis in ratio to appropriate measures of performance — • for 
this reason, such allocated expenses are termed "indirect costs o^' 

15-211 Principle of Direct Costing o Every major item of cost (actual 
or estimated) should be identified with the unit beirg costed, whether it 
be the product, a job order, or a contract, when such items of cost do not, 
in fact, have substantially proportionate applicability to all classes of 
work a This principle may often be applicable to such elements of expense 
(when of major consequence), as travel, commissions, advertising, engineer- 
ing services, etc., as well as the norrrial items of materials and productive 
labor* This principle should be applied equally to the costing of both 
defense and nondef ense products or services by any contractor who is en- 
gaged in mixed production. There are no absolute rules by which to deter- 
mine which items or elements of cost should be direct costedo In applying 
the principle, any contractor should follow a consistent pattern of costing 
if the results are to be equitable© In some instances, this principle may 
be applied by direct costing only the major items of a given cost element 
to ail products, leaving minor items, if appropriate, subject to indirect 
cost allocations • 
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15-215 Indirect Costs o Indirect costs, which have the character of 
common or joint costs, usually consist of indirect materials, indirect 
labor;, and other items*, These costs generally are grouped in classes, as. 
follows? 

(a) Manufacturing (shop, laboratory) expenses (often termed 
^manufacturing overhead^* or "burden" )> which are incurred 
in fabricating the article or service renderedj 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling and distribution expenses, incurred in marketing 
the products manizf acturedj 

(d) General and administrative e3q)enses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses^ 

15-216 Ifethods of Allocation of Indirect Costs ^ No general rules 
regarding allocation of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance deter- 
mine the most suitable method or methods to be eirployedo The best general 
test which may be applied to determine an appropriate method is to find 
the answer to the question: Does the method result in an allocation of 
the indirect costs to the products, job orders, or contracts, most equita- 
bly in relation to the machine or other work being performed on each? 

15-216^1 Use of Predetermined Rates for Indirect Expenses (Overhead 
Costs ) o 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates • This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed o In accordance with the aim of encouraging the use of standard 
costs (paragraph l5--203«2), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distinguishing between 
fixed and variable eixpenses and upon estimating variable expenses by cost 
centers in proportion to estimated levels of production or work loads j such 
budgets provide the best means for estimating expense rates , Historical 
indirect expenses, or expense rates, should not be used indiscriminately 
as the equivalent of budgeted rates for this purpose id.thout adjustment for 
nonrecurring expenses and adjustment of the portion of the rates represent- 
ing fixed expenses when substantial changes in production or work loads are 
expected« 

. (b) The use of predetermined rates for indirect expenses is accepta- 
ble in lieu of actual rates of indirect expenses in determining otherwise 
historical costs of products or contracts, including costs under cost- 
reimbursement- type contracts, provided there is reasonable assurance that 
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the results would be fairly cornparable with the use of actual rates « This 
practice may expedite the determination of contract prices and reduce audit- 
ing« vVhen predetermined expense rates are so used, the contractor must ex- 
clude from direct costs any cost element included in predetermining expense 
rates in order to avoid duplicate charges* 

1^-^219 Financial and Othar Expenses and Federal Income and Excess 
Profits Taxes e Neither product nor contract costs shall include interest 
charges (except under noecir.l circi:T.'rbanc3s — see Part 3"^ or Federal income 
taxes because such charges ar-2 allo^red for in datermining overall prices » 
It vrould be iinpropor to alio:; for "er^eral e::ce??s profits t-r3r> in ^^eter^rln- 
ing overall prices o Profit margins allo-rahle in contract prici.nr- are based, 
among various factors, upon consideration of normal interest return on total 
capital employed (including borrowed capital) and compensation for risks 
(including* loss of an/* capital) errcept to the extent thr.t rislcs are the sub- 
ject of compensation through cost allov/ances or are assumed by the Government 
under special forms of contract pricing, when no pricing allowance for such 
risks should be made. In this way, every contractor should receive nondis- 
cri.rd.natory treatment, whether he furnished his entire capital or borrows a 
large portion thereof, or whether ha is organi^.ed in the form of a corpora- 
tion, a partnership, or a sole propristorship. Any other financial or mis- 
cellaneous e:rpenses must be considered item by item in determining costs of 
a pro.:-vct or contract. 
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PART 3~APPLICATI0N OF COST PRINCIPLES IN SUPPLY AND 

RESEARCH CONTRACTS WITH COMTdERCIAL ORGANIZATIONS 


15-300 Scope of Part , This part sets f orth^, in some detail, appli- 
cations of cost principles and standards of Part 2 of this Section in 
determining costs to be utilized in connection with the negotiation of 
prices and cost reimbursements for all contracts other than (i) facilities 
contracts, (ii) construction contracts and contracts for architect-engineer 
services related to construction, and (iii) research and development con- 
tracts with educational or other nonprofit institutions. It is impracti- 
cable and unnecessary to cover every element of cost or possible situation 
that might arise in a particular case* However, v/hen the items contained 
in this part do not furnish specific guidance, cost determinations should 
be made in light of the philosophy e:qpressed or implied in the principles 
and standards coioprising Part 2 of this Section and the more detailed 
discxissions of similar or related items in this Part 3» 

15-310 Ifanufacturing Costs > 

15-311 ffe^erials. The costs of materials, both direct and indirect, 
used or consumed in performance of Government contracts are allowable on 
the basis hereinafter outlined* As used hereinafter, the term "materials" 
includes subcontract work* 

I5-3II0I Collateral Elements of Ifeterial Cost * In establishing 
direct material costs, consideration may be given to including the follow- 
ing elements, to the extent they are reasonable; 

(a) transportation, insurance, purchasing, receiving, handling, and 
storage J 

(b) overruns, spoilage, and defective workj 

(c) adjustments between book and physical inventories due to varia- 
tions in weights and measiires and errors in record-keeping reasonably 
related to the period of contract performance* 

To the extent such items are included as direct material cost, no addi- 
tional alloimnce therefor may be made in the determination of manufac- 
turing e3q)enses. If not so handled, they are properly includable in 
manufacturing expenses* 

15-311o2 tfaterial Credits , In establishing material cost, effect 
shall be given, either directly or as a reduction of total manufacturing 
costs, to such items ass 

(a) Cash discounts taken* However, in determining costs under cost 
reimbursement-type contracts, if the contractor does not exercise rea- 
sonable precautions in taking advantage of cash discounts available, 
all cash discounts lost may be excluded in determining allowable costs; 
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(b) Trade discounts^ rebates^ and allowances on material purchased; 

(c) Value of scrap €Lnd salvage and materials returned to vendors • 
15-311*3 Pricing , 

(a) In determining historical costs, any generally recognized method 
of pricing materials issued from stock may be employed for determining 
actual cost, provided it has been consistently used by the contractor, is 
acceptable for internal revenue purposes, and does not discriminate against 
the Government, However, if the contractor so elects, materials in inven- 
tory or Tonder binding purchase contracts at the commencement date of a 
Government contract may be charged to the Government contract at provable 
replacement cost as of the date of its commencement, provided that, once 
the election is mfiuie, the method must be followed consistently thereafter* 
I'Jhen special materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to the contract. Costs of subcontract work should be 
determined similarly; provided that, when subcontracts are performed under 
contract pricing arrangements other than outright fixed prices, the deter- 
mination of prices shall conform to this section so far as considerations 
of costs are concerned • 

(b) For purposes of estimating material cost, either current market 
prices or replacement cost may be used, provided, xinder most circumstances, 
replacement cost is not in excess of current market. In order to avoid 
the allowance of contingencies in cases in which replacement cost may be 
estimated to be in excess of market, escalation or price-redetermination 
provisions may be made a part of the contract. However, situations in- 
volving increases in material costs which are reasonably certain and 
determinable or relatively minor in amount may warrant recognition being 
given thereto in making estimates* 

(c) In cases in which the contractor has integrated operations in- 
volving inter-compELny or inter-divisional sales or transfers of materials, 
and it is possible objectively to determine market prices thereof, such 
prices may be used in determining or estimating the cost of the composite 
product. In objectively determining market prices, consideration may be 
given to the lowest sales price to nonaffiliated customers, if any, of 
the transferror for like items, quantity and quality considered. When 
objective pricing in such situations is not possible, the cost of materials 
so transferred or acquired shall be no greater, for pricing purposes, than 
the cost to the transferror. An exception to this may be made in case of 
suppliers in whifeh nonaffiliated parties hold a minority interest of 10$ 

or more. Under Sfuch conditions a reasonable margin of profit on such sales, 
in recognition oi the minority interest, may be permitted by agreement. 
In other cases lAien there are indications that less than an am's length 
relationship exists between the contractor and the supplier, similar con- 
sideration is required in determining the propriety of the amounts allowed 
as contract costs. Whenever such purchases of materials are made at other 
than cost to the supplier, pursuant to the provisions of this paragraph, 
they shall be treated as subcontracts in determining the profit or fee. 
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15-312 Iabor < Direct labor cost consists of salaries and wages 
identified specifically with the performance of a contract, job, or prcd- 
"i^ctt. In determining historical costs, labor will generally be charged 
ax, actiial rates paid by the contractor. However, if it is the contractor's 
consistent practice to charge for performance of groups of labor at an 
average rate, or to use standard labor rates, with consequent savings in 
clerical expense or improvement in labor control, such methods may be 
used, provided labor groupings and the adjustment for cost variances re- 
sult in a reasonably accurate assessment of total charges • Similarly, 
when labor costs are required for making cost estimates, the use of stand- 
ard labor rates and standard time allowances (appropriately adjusted for 
experience variances) or reliable engineering estimates is acceptable. 
Ordinarily the use of wage rates higher than current going-rates will not 
be permitted for estimating pu3?poses« In order to avoid substantial 
allowances for such contingencies, escalation or price-rede termination 
clauses are provided. However, situations involving increases in wage 
rates which are reasonably certain and determinable or relatively minor 
in amount may warrant recognition being given thereto in making estimates. 

Common labor seorvices may be treated as indirect costs if specific 
identification is impractical or uneconomical and the results of alloca- 
tion are equitable. Similarly, supplemental or premium pay and fringe 
benefits may be so treated, although the relative size of such payments 
in relation to base pay may indicate the desirability of treating them 
as a separately identifiable direct labor charge as indicated herein- 
after in this Partt 

15.312.1 - Fringe Benefits— Vacations . Holidays. Sick Leave. Military 
Ieave> Severance Fay. Pension and Retirement Plansc and Bnployee Insurance. 
Compensation of these types is allowable to the extent that, in each indi- 
vidual case, it is required by (i) law, (ii) employer-employee agreement, 
(iii) established policy that constitutes, in effect, an implicit agreement 
on the contractor's part, or (iv) circumstances of the particular employ- 
ment. 

"Fringe benefits" arise because of the work performed by the employee 
while on the job, and the cost thereof maist be considered as having a 
direct relationship to such work. However, in recognition of the different 
accounting treatment accoixied fringe benefits, the cost thereof may be 
allocated to Government contracts on any of the f ollovang bases, provided 
equitable results are achieved: 

(a) Each class of compensation is preferably to be accrued as a cost 
over the period in which it is earned. 

(b) Where it is the contractor's established practice to record the 
costs at the time of payment, such practice may be acceptable. This 
is the most commonly used method of accounting for "fringe benefits," 
but its use might result in inequities in some cases. For example, if 
a Government contract was performed over the sxammer months dtiring which 
most of the contractor's employees took vacations or military leaves. 
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recognition of the cost at time of payment would be inequitable to the 
Government • On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to 
the contractor's commercial work remained stable, this method might be 
equitable • Also, severance payments made in the event of termination 
should not be allocated entirely to the terminated portion of the con- 
tract or even to the terminated contract, since the employee's right 
to severance pay has accrued over his entire period of emplojinent* 

(c) \fnen the costs of any of the elements of fringe benefits are 
greater or lesser vith respect to defense business as compared \rith 
nondefenvse business, such costs should be allocated, so far as feas5,ble 
and appropriate, between the two classes of business before. further 
allocation of such costs to individtial contracts or products* If this 
method of cost allocation is used, it should be used consistently for 
all elements of fringe benefits having a different cost relationship 

to defense business as compared with nondefense business (for example, 
severance pay and pension costs — ^which may have an opposite relation- 
ship). 

(d) Piegardless of the accounting treatment accorded these costs in 
the contractor's accounts, an equitable ainount may be determined by 
establishing an experience rate for such costs based on a representa- 
tive period. Changed conditions and circumstances would have to be 
considered in making such a determination • The experience rate v;ould 
then be applied to the more direct labor costs to determine the allowa- 
ble costs* The use of such rate should be subject to semiaiinual 
reTision in light of changed conditions » 

The cost of pension and retirement plans is covered tiictq xully as the 
subject of a directive set forth as Appendix to this Section* 

Employee insurance includes group insurance and individual life and 
accident insurance • 

15-312.2 Pre mium Payments for Overtime and Extra-Shift Work o Costs 
of this natiire consist of only the premium portion of overtime and extra- 
shift payments or accruals to employees, not the straight-time portion. 
Thus, if the rate for overtime work is time-and-one-half of the regular 
rate, the premiiam portion is the additional one-half. Similarly, if the 
wage rate for a second shift is twenty cents an hour above the regular 
rate, this additional amount is the premium. 

Overtime and shift premiums are allowable, but the contractor mujst 
disclose and justify the amoimts of other than occasional overtime o 
Whenever such allowances are claimed as costs, prior approval of the con- 
tracting officer must be obtained. 

Such premiums may be classified as either direct or indirect labor 
cost, but should be separately stated in either event. Where treated as 
direct labor cost, they should not be included in the base for distribution 
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of overhead o The amount of overtime and shift premim cost charged on 
Government contracts shall not be disproijortionate to the amovmt of such 
costs charged on non-Government work being conciirrently performed in the 
contractor's plant* 

15-'312o3 Unclaimed Wages o Costs under cost-reimbursement-type con- 
tracts shoxild reflect a credit for unclaimed wages based upon agreement 
as to the amount thereof reasonably expected not to be paid subsequent to 
the date of settlement. In this event^ all unclaimed wage liability rests 
with the contractor 0 When such an agreement cannot be reached, the Govern- 
ment will assume liability for payment of unclaimed wages and eliminate 
all allowances therefor from reimbursement to the contractor ♦ 

15-313 Other tfanufacturing Expenses > 

15-3130 01 Kfethod of Allocation of Indirect Manufacturing Expenses a 
Among the acceptable bases ^ depending upon circumstances, for allocating 
indirect man\ifacturing expenses are direct-labor- cost, direct-labo}>-hours, 
machine-hoxirs, and units processed « In more complex manufacturing plants, 
it is appropriate to departmentalize the plant for purposes of accounting 
for manufacturing expenses when any given type of defense production is 
concentrated in departments having a much higher or lower expense rate 
than the average o Expense departmentalization is also desirable in larger 
and more complex plants for purposes of expense budgeting and control by 
the responsible foremen, regardless of the need for a more refined method 
of expense allocation^ When manufacturing expenses are departmentalized, 
it is necessary to charge service-department expenses (such as the power 
plant) and factory general expenses (such as taxes, insurance, etc.) to 
the productive departments on appropriate bases before allocating the 
respective productive department expenses to products (or parts thereof) 
or to contracts or job orders for products* Appropriate bases should be 
selected for service-department and other expense distributions to pro- 
ductive departments— Co go, kilowatts of connected power load or metered 
power consumption, in the case of electric power o 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor-effort, in any productive department, it is most sijnple, as 
well as appropriate, to use that basis of expense allocation in preference 
to a direct-labor-hour or machine-hour basis. When there is much auto- 
matic or semiautomatic machinery in a productive department, the use of a 
machine-hour-rate is more appropriate for expense allocation. The units- 
processed-basis of allocation is appropriate when a given productive 
department processes only one item, or the several items are so similar 
as to be susceptible to measiirement of iinits processed in terms of a 
common denominator— e.g. steel sheets of various gauges processed through 
a rolling mill. 

15-313 o 02 Allocation of Engineering Expenses 0 Whenever engineering 
activities are substantial, it is appropriate that the expenses be sepa- 
rately allocated so far as feasible .to products, job-orders, contracts, 
etc. The work to which expenses are allocated may include facilities or 


equipment constructed or acquired and research and development work, as 
well as products 0 Engineering activities include product design, tool 
design, layout of production lines, determination of machine methods, 
drafting, etc. Ehgineering labor should generally be direct costed, as 
should any other major items of engineering expenses. Further treatment 
of various problems in connection vdth the costing of research and 
development, tooling, and preproduction expenses is included in Part 3 
of this Sectionj facilities contracts are covered under Part 4o 

15-313.03 Depreciation and Amortization . Depreciation on a con- 
tractor's plant and equipment and other capital facilities is an allowable 
element of contract cost, usually but not always of an indirect nature. 
It is the most difficult element of cost to determine because determina- 
tion is largely a matter of judgment or opinion. 

(a) In detenaining annual depreciation on the cost of a contrac- 
tor ^s facilities, the folloid-ng shall be considereds 

(i) In the case of buildings and most machinery used in manu- 
facturing, prospective economic obsolescence, either individually by 
item or eninasse, and not wear and tear, is the major factor covered 
by the depreciation charge. Wear and tear of such facilities may be 
made good indefinitely by repairs and maintenance. On the other hand, 
in the case of automobiles and certain items of machinery and equip- 
ment, as time goes on the excessive cost of repairs and maintenance 
makes it more economical to replace the items after a certain optimum 
period of use or age. Again, some items are expendable in use. Obso- 
lescence of facilities may be brought ^about by reduced economic utility 
without loss of productive utility, such as hy technological changes 
affecting the economc use of individual machines. Special reqtiire- 
ments for relocation of facilities may also resTxlt in obsolescence. 
Obsolescence is alwajrs prospective with reference to an entire enter- 
prise or an individual plant as well as individual items of plant and 
equipment. Defense industries generally have a special problem of 
obsolescence due to their character. 

(ii) In general, every contractor is entitled to vrrite off the 
entire cost (less estimated salvage value, if any) of facilities used 
in production over their estimated useful life in anticipation of 
possible obsolescence or replacement for other reasons, without require- 
ment for proof of economic obsolescence accioied at any time from a 
technical standpoint. This will generally mean that the cost of facili- 
ties will be written off before their productive useftilness actually 
expires. Depreciation is too intangible to warrant attempts at meticu- 

• lous determination by individual items of plant and equipment, although 
such attempts are frequent and may be recognized. Hence, depreciation 
will generally be determined by types of facilities, in each of which 
the items are subject to similar incidence of obsolescence or other 
causes of replacement. The amount of depreciation written off in any 
fiscal period may vary with volxame of production, provided a systematic 
method is followed consistently from year to year which is directed at 
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the primary objective of vriting off the cost of facilities over their 
useful lifeo ^ Generally ^ when such a method is enqployed in the case of 
aiy facilities subject primarily to loss throiigh obsolescence, the ad- 
Justed rates should be less than normal when production voliame is below 
normal to compensate for higher rates, where production is greater than 
normal (the term "normal" being used in the sense of "average")© 

(iii) Depreciation should be based upon original cost of the 
facilities, whether measured by purchase agre^ient for a cash considera- 
tion, the fair value of securities issued in exchange, or similar appro- 
priate measTires, although it is permissible that such cost of facilities 
be adjusted, where desired by the contractor for purposes of deprecia- 
tion computations for contract pricing, to current price levels by the 
use of a general price index, provided in such event that the practice 
will be followed consistently in the future and also provided that 
otherwise the charge is made at the same annual rates applied to such 
adjusted costs as would have been appropriately applied on original 
costs in view of the estimated useful life of the facilities* In other 
words, no deficiency in actual depreciation provisions in any prior 
year, based upon ciirrent price levels, should be incltided in the depre- 
ciation charge for the current year* No other basis of determining 
appreciation in value of facilities may be utilized in determining 
depreciation for purposes of contract costs j for this purpose the pro- 
visions of the Internal Revenue Code governing the tax basis of facili- 
ties values are applicable • 

(iv) No depreciation will be allov/able as such, or as a rental 
or use charge, on the cost of facilities which are fully depreciated 
but still in use when a substantial portion of such depreciation was 
on a basis that represented, in effect a recovery thereof as a charge 
against defense contracts or. subcontracts in initial negotiated pricing 
or renegotiation of contracts • Otherwise, the contractor may compute 
normal depreciation on the cost of facilities in use without reference 
to previous depreciation provisions. PuUy depreciated facilities \d.ll 
be detennined on the basis of relating original cost to acctmnilated 
depreciation on such cost, regardless of whether there is an adjustment 
of cxirrent depreciation charges based upon adjusting the cost of facili- 
ties to current price levels o 

(v) No depreciation may be allowed on facilities which are not 
in use, except such facilities as are held for standby purposes includ- 
ing additional plant capacity reserved for defense production* 

(b) In applying the foregoing considerations, depreciation rates 
established with the approval of the Bureau of Internal Revenue for income- 
tax purposes generally may be utilized in determining contract costs* When 
such rates have not been approved, it may be necessary to use independent 
Judgment in the determination of reasonable rates* Bulletin F of the 
Bureau of Internal Revenue provides general guidance for income-tax pur- 
poises on depreciation rates for normal facilities in normal peacetime usej 
care must be taken in the use of Bulletin F rates for purposes of contaract 
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pricing as they may not be typical for the facilities of any specific 
contractor or indiistry, especially when the facilities are acquired for 
emergency use. Special methods have been established for determining 
depreciation on emergency facilities subject to Certificates of Necessity 
authorizing special tax amortization a special directive set forth in 
an appendix of this Section. When a contractor desires to establish 
depreciation rates which vary in relation to production there must 
generally be a departure from the depreciation method used for income-tax 
purposes o Again, the allowance of a computation of annual depreciation 
upon costs adjusted to current-price levels is at variance with income- 
tax depreciation methods o 

15-=313p04. Repairs and Maintenance . Repairs and maintenance of 
facilities (including Government-owned facilities) are allowable elements 
of contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment which ^ according to generally accepted accounting 
principles, shotild be capitalized and made the subject of depreciation^ 
There is, of course, a twilight aone between repairs and maintenance and 
and capital expenditures within which a contractor should be permitted to 
operate upon the basis of his established accounting practice, if the 
results are qui table. For example, certain major costs of building altera- 
tions and rebuilding or rehabilitating machinery and equipment may reason- 
ably be treated in some instances as either repairs and maintenance esqpenses 
or capital expenditures, depending in part upon the contractor's deprecia- 
tion policy. In making decisions- with respect to the alternative accounting 
treatment of these items, consideration should be given to the materiality 
of the amounts involved, and the question of the substantial enhancement 
in value of a contractor's facilities at the expense of the Government for 
use during periods in vAxich the contractor wiU have little defense busi- 
ness . In the latter case, for contract pricing purposes, the cost generally 
should be considered to be of a capital nature and the subject of depre- 
ciatioUo In those instances where it may be appropriate to charge the 
cost of extraordinary rehabilitlation to expense,, special care should be 
taken in equitably allocating the costs to all the benefited classes of 
work (see 15-313*07 '^Preparatory Costs") • In some instances, allowance 
of substantia.1 extraordinary rehabilitation expenses as a charge against 
defense business may be conditioned upon the contractor's agreement to 
hold the facilities available for defense work for a stated xoiniaram periods 
Repairs and maintenance costs on facilities which are not in use will not 
be allowed, except on facilities held for standby ptirposes including addi- 
tional plant capacity reserved for defense production^ 

15-313 o 05 Profits or Losses on Disposition of Plant and Ecniipment o 
Normally, in determining contract costs, no recognition will be given to 
profits or losses on disposition of plant and equipment for the reason 
that depreciation, reasonably determined, provides the exclusive charge 
for the cost of using a contractor's facilities* However, when a contrac- 
tor has capitalized special facilities acquired solely for performance . 
under defense contracts (rather than charge the costs thereof to specific 
contracts) and termination of contracts finds such facilities not folly 
depreciated, an additional cost allowance may be made in determining costs 
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of the terrainated contracts for the purpose of contract settlement, pro- 
vided such facilities are transferred to the Government, if so desired, 
or an equitable adjustment is made in favor of the Government in recog- 
nition of any salvage value estimated for such facilities • 

15-313 .06 Rentals of Plant and lhuipment > Ordinary rentals of plant 
or equipment are allowable if bona fide and reasonable • Special care 
should be exercised in determining reasonableness of rentals in cases in 
which rates were arrived at as a result of less than arm^s length bargain- 
ingo Rental costs \d.ll not be considered to be bona fide under the follow- 
ing circumstances s 

(a) Rentals are paid to persons, including corporations, affiliated 
with the contractor. 

(b) Rentals are paid to unaffiliated persons, including corporations, 
upon property formerly owned by the contractor when such property was 

, fully depreciated or substantially fully depreciated before sale or 
transfer through charges against the costs of defense business ^ 

In either case (a) or (b), rentals will be limited to a reasonable amount 
of depreciation, as might be determined if the property were owned Toy the 
contractor, plus carrying costs which are not paid by the contractor under 
the terms of the lease, including maintenance, taxes, and insurance (but 
not interest on the investment)^ 

15-313 o 07^ Preparatory Costs n including Bigineering a Preparatory 
costs or expenses, alsoknoimas %ake-ready costs," are costs specially 
incurred in preparing to operate under a specific contract or contracts • 
They include costs of organization and planning, employee recruitment and 
training, engineering and development (including product design, product 
specifications, and planning of production processes and layout; and plant 
alteration and rearrangement • Preparatory costs do not include initial 
production (starting load) costs which are treated in paragraph 15-313 •08 
of this Part# 

Preparatory costs, when incurred for the exclusive benefit of Gov- 
ernment prCKiuction, are allocable directly or indirectly to the contracts 
benefiting from such. costs • When preparatory costs benefit other classes 
of work as well as Government work, an equitable allocation to all bene- 
fited classes of work is proper. 

Preparatoiy costs may have been incurred prior to the award of a 
definitive contract. The amounts of such costs, for purposes of contract 
cost allowances, are subject to approval of contracting officers based 
upon advance understandings or upon subsequent negotiation. In such case 
a specific provision covering the allowability of pre-award preparatory- 
costs should be incorporated in any definitive contract when future pric- 
ing or repricing may be based in part upon actual contract costso However, 
the absence of such provision will not preclude consideration of the costs 
in subsequent price negotiations or determinations under such contracts • 
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15-313 • 08 Initial Production Costs ♦ Initial production costs, also 
knovm as "starting-load costs," are non-recurring costs that arise in the 
early stages of production because of the contractor's unfamiliarity or 
lack of experience with the particular materials, manufacturing processes, 
or techniques involved o They are to be distinguished from preparatory 
costs or expenses (also knovna as "make-ready costs"), which comprise such 
costs as tooling, engineering and development, and cost of equipment, and 
which are treated separately in this Section. 

Initial production costs may consist of the excessive portion of 
material costs incurred in the early stages of production, on contracts 
requiring new products or greatly increased production, as the result of 
abnormal quantities of materials used or abnormal scrap losses. Initial 
costs may also consist of the excessive portion of direct-labor costs, 
plus a proper portion of the related overhead, incurred in the early 
stages of production due to such causes as ejccessive defective work 
resulting fjrom inexperienced labor, idle time and subnormal production 
occasioned by testing and changing methods of processing, and cost of 
training employees. The justification for such special costs depends 
upon their nature and causes, and not merely upon the fact that total 
production oosis are high. 

After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome, unit cost will ustially tend 
to level off, thereby evidencing the end of the initial period of produc- 
tion but not necessarily representing the lowest unit cost eventually 
attainable during the operation of the entire contract. If, however, 
rejects continue abnormally high after a contractor has been allowed a 
reasonable length of time in which to learn how to make a product effi- 
ciently, the resulting excessive costs may not properly be allowable for 
purposes of cost estimating for formal pricing purposes or in establishing 
costs under terminated contract settlements. 

15-313009 Reconversion Expenses . Reconversion e3q)enses are those 
connected with restoration of facilities to approximately the same physical 
arrangement and condition they were in inmiediately prior to beginning of 
defense work, including the removal of Government-furnished property. Such 
expenses exclude the costs of acquiring and installing entirely new or 
different equipment or otherwise altering the facilities for an entirely 
different purpose after defense work is ccmpleted. Specific contractual 
provisions may be included in cost-reimbursement-type contracts to compen- 
sate the contractor for actual reconversion costs incurred. Reconversion 
expenses may also be allowed as an element of contract costs in other types 
of contracts on the basis of reasonable estimates under the following con- 
ditions s 

(a) The contract price contains no other allowance for use of facili- 
ties \diich wotild compensate the contractor for reconversion expenses. 

(b) The facilities must have been altered or rearranged at the incep- 
tion of defense work or they were newly acquired buildings in which 
Government machinery and equipment has been installed. 
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(c) There must be a reasonable basis for the assumption that -ttie 
facilities must and \dll be reconverted, 

(d) Reconversion costs shall be allowed only in pricing those con- 
tracts in existence or being actively negotiated at the time the costs 
of conversion were inciffred. In the event of subsequent conversions 
or modifications for additional contracts, care must be exercised to 
avoid duplications of alloivances for reconversion costs, 

15-313.10 Special Tooling. The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particidar services for which acquired or furnished. 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. 

The cost of special tooling, when acquired for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts. The cost of tooling which is special to other classes of work 
will be allocated to such work. The cost of non-special tooling is not 
subject to direct allocation, but is subject to depreciation, which is 
presented elsewhere in this Part, except that in the production of stand- 
ard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation, 
when the resultant charges are reasonably equitable between fiscal years. 
When the entire cost has been allocated to Government contracts, the 
asset concerned shall become contractor-acquired Government property and 
be subject to the provisions of Section XIII and Appendices B and C, ASPR, 
applicable to contractor-acquired Government property, 

15-313.11 Research and Development . Research and development ex- 
penses may be divided into two major categories—product research and 
general research, 

(a) Product research is that research which is directed toward the 
the solution of specific problems encountered in the design or produc- 
tion of a particular product which has or is anticipated to have 
military or commercial use. Hie costs of current product research are 
allowable as costs on defense contracts and may be allocated thereto 
to the extent applicable to the supplies or services covered by the 
contracts, provided such costs are not reimbursed to the contractor 
under separate research contracts, 

(b) General research is all research other than that which is directed 
toward the solution of specific problems encountered in the design op 
production of a particular product which has or is anticipated to have 
military or commercial use. The cost of general research, when reason- 
able in amount and incurred in accordance with the contractor's estab- 
lished practice, is allocable to all classes of work, including defense 
work, provided such costs are not reimbursed to the contractor \ind«r 
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separate research contracts* No general research costs which were in- 
curred in accounting periods prior to the awari of the particular 
defense contract(s) (incltiding amounts capitalized in the cost of 
patents obtained) shall be allocated thereto, nor will the contractor 
be required to defer research costs incurred during the period of per- 
formance of defense contracts to subsequent accounting periods • 

(c) At the option of the procuring agency, cost allowances for 
research and development work may be made contingent upon the contrac- 
tor agreeing to waive any royalty charges, under all patents previously 
obtained or which may be obtained in the future from such work, to the 
extent such royalties are applicable to defense work, either directly 
or indirectly* 

15-313ol2 Patents and Royalties . 

(a) Amortization of the cost of purchased patents owned by a con- 
tractor applicable to products or processes covered by a contract is an 
allowable element of cost to the extent reasonably allocable to the con- 
tracto Research emd development costs leading to patents are allowed as 
provided in paragraph 15-313 •lie 

(b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts were arrived at as a result of less than arm's 
length bargaining o Royalty costs will not be considered to be bona fide 
under the following circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to unaffiliated persons, including 
co3T)orations , upon patents formerly owned by the contractor when the 
costs of such patents or the research and development work thereon 
were substantially recovered through charges against the costs of 
defense business « 

In either case (i) or (ii) royalties will be limited to such charges as 
might be determined if the patent were owned by the contractor in accord- 
ance vdth the provisions of this paragraph aM paragraph 15-313tll 
relative to research and development • 

(c) Care should be exercised in preventing charges for the use of 
patents when the Government, in fact, already has rights to such patents. 
(See Section ASPR) 

15-313 • 13 Plant Protection Eroenses * 

(a) These expenses represent costs incurred in protecting the con- 
tractor's personnel and plant against fire, theft, sabotage, espionage, 
civil disorder, enemy attack, or other violent destructive forces* Plant 
protection expenses are allowable costs of defense contracts. Hbimally 
they will consist of guards' imges and labor costs related thereto, costs 
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of individual equipment, cost of plant equipment if of minor amount, and 
depreciation of plant equipment© To the extent these costs are attribut- 
able solely to defense special security requirements, they are allocable 
entirely to defense contracts. Costs of normal plant protection not re- 
siLLting from such special requirements, generally, should be indirectly 
allocated to all classes of work. 

(b) A special problem may arise in the case of fixed price contracts, 
the security classification of ^Mch is altered after the contract has been 
entered into, VJhen such a contract price is negotiated, the contractor is 
presumed to Imow the plant protection requirements Tinder the contract ar^d 
is expected therefore to meet such requirements without additional charge 
to the Government. However, if the security classification of the con- 
tra.ct were changed bv the Government after entering into the contract, 
additional costs of plant protection will be allowed the contractor* The 
additional costs may include not only current costs of an operating nature 
but also costs of a capital nature if the parties agree that the capital 
costs are incurred solely because of the changed sectirity classification 

of the contract and would not have been necessary from the contractor 
point of view. Also, if a classified contract is reclassified downward 
during its performance thereby permitting a savings in plant protection 
costs, such savings should, if materiial, be the subject of a contract 
amendment passing the savings on to the Government. 

(c) Civil defense costs must be allocated to all work of the con- 
tractor performed at the particular location where the costs are incurred. 
Tvhen the Government's portion of the output of the particular plant is 
not material, the reasonableness of the incurred costs need not be ques- 
tioned. However, since usually past experience v;ill not provide a guide 

as to reasonableness, civil defense costs should be the subject of specific 
agreement when the amount of such costs to be allocated to Government con- 
tracts is substantial. VJhen this is the case, reasonableness may be 
judged in light of s 

(i) Eecommendations and requirements of the duly constituted 
Governmental authority having jurisidi ction over civil defense in the 
local area. 

(ii) The e^rtent of like measxires being taken by other businesses 
within the local area, particularly those not producing under Government 
contracts. 

(ill) The portion of total cost likely to be allocated to Gov- 
ernment contracts as furnishing an inducement to the contractor to 
incur the cost. 

15-313 • 14. Insurance and Bonds . 

(a) The net cost of insurance and bonds, after deduction of divi- 
dends or other alloi/ances vrhich may be expected, if reasonably necessary 
to the operation of a business, is an allowable cost on Government con- 
tracts to the extent allocable. Some, but not all, of the types of 
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coverage vhich may be reasonably necessary are property, aircraft, auto- 
mobile, general liability, product liability, workmen's compensation, 
employees' group, accident and disability, use and occupancy, and em- 
ployees* fidelity aiid surety bonds (including perfonnance bonds). 

(b) Insurance on the lives of officers is not an allowable cost, 
except when premitans are paid in behalf of executives or employees pur- 
suant to specific agj^eement or established policy wherehy such payment 
may be properly considersd as additional compensation (Paragraph 
15-312ol)o 

(c) vD'iBXi a eontrac^tor assumes insurable risks of any type, a reason- 
able provision far losses estimated by the contractor is an allo\jable cost 
if such provision is based upon actual loss e3q)erience to the extent fea- 
sible j or, in the absence of adequate loss experience data, it is not in 
excess of net costs which waold be paid for such insurance if carried by 
private insurance companies o 

15-313 o 15 Taxes c 

(a) In general, all. taxes paid or accxixed in accordance with gen- 
erally accepted accounting principles are allowable, except for Federal 
income and excess profits taxes (see paragraph 15-»219)o Special assess- 
ments on land are not allowable because they represent capital improvements • 

(b) The Federal Government is subject to certain exemptions from 
payrnent of Federal customs duties and excise taxes and State sales or use 
taxes on the purchase of materiel, either directly or for conversion, as 
indicated in Parts 2 and 3 of Section XI of the Armed Services Procurement 
Regulations* On the other hand, such taxes are generally properly assessed 
on materials and property purchased by a defense contractor. It is gen- 
erally illegal for a State or local authority to assess a contractor for 
property taxes upon the basis of including in his assessed property valua- 
tion any amount for Goverriment-furnished property* For this purpose, the 
Government is not considered to own raw materials in stock or work in 
process acquired and fabricated by the contractor under contracts subject 
to progress payments or advance financing, including cost-reimbursement- 
type contracts© 

(c) Whenever taxes are believed to be illegally assessed against the 
contractor and the cost thereof may be included in historical costs for 
the purpose of contract pricing, contractors should request contracting 
officials for instructions concerning the payment of such taxes, possibly 
under proteir^t, and with further respect to instituting litigation to 
obtain tax refunds, including interest, in which the Government would 
share in ratio to the charge made against the contracts* When litigation 
is involved in which the Government has an interest, it will bear its 
share of expenses of litigation either as a contract cost or as a reduc- 
tion of any recoveries of costs for its account ♦ 

(d) State income taxes are an allowable item of cost, subject to a 
reasonable allocation to defense basiness, considering if desirable the 
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portion of total taxable profits which may be attributable to such biisi- 
nesso Allowance of such taxes is necessary from the standpoint of equity, 
because many State or local governments do not have an income tax, and 
those which do, use it in lieu of some other form of taxes which would be 
an allowable element of contract costs. 

15-313«16 Strikes and Lockouts o The situations and consitions sur- 
rounding strikes and lockouts are so varied that it is impossible to 
establish a general principle providing for allowance or disallowance of 
costs inciu*red during such occurrences. Each case must be considered on 
its own merits in the light of the philosophy expressed or iii5>lied in the 
principles and standards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses > 

I5-32O0I Basis of Allocation of Selling and Distribution Expenses ^ 
Selling and distribution expenses in general are subject to allocation to 
the cost of defense work to the extent appropriate, considering the methods 
of selling and distribution to the Government or to prime contractors or 
subcontractors. Generally, selling and distribution expenses should be 
allocated between product lines, or to products sold to the respective 
customer types (where sales methods are different), based on analysis of 
the cost elements in relation to the sales efforts. In some cases, it may 
be appropriate to first allocate these expenses in whole or in part as 
betv/een defense and nondefense business, and then to allocate the expenses 
applicable to defense business against the individual defense contracts or 
products. The principle of direct costing is very important in this area* 
For example, when special defense products are sold to the Government or 
to defense contractors by separately identifiable employees of the maniifac- 
turer, the compensation and e:q)enses of such employees may be appropriately 
charged to costs of such products. When, in such cases, there is a separate 
sales organization or identifiable group of representatives engaged in 
selling to nondefense customers, no portion of compensation and expenses 
thereof should be charged to defense products. On the other extreme, \dien 
standard commercial products are sold at fixed prices direct to the Govern- 
ment or to defense contractors, as well as to numerous customers not 
engaged either directly or indirectly in defense production, by means of 
one established sales organization, the same selling expense per unit of 
product may be used in cost estimating, except when the quantities sold 
are so abnormal in relation to sales effort that such an averaging of 
costs would result in significantly excessive total cost estimates. In 
the latter case, the fdxed selling expenses should be charged to normal 
nondefense sales, leaving the defense sales chargeable only with a proper 
share of the variable costs. For an illustration of this principle see 
paragraph 15-320.5 re advertising. 

l^ny businesses have not yet extended refined methods of cost account- 
ing to selling and distribution expenses; in this, there is a lag behind 
methods of cost accounting for manufacturing expenses — in consequence im- 
provements in cost accounting in this area are more frequently required 
than in the area of manufacturing costs. 
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15-320«2 Salesmen's or Agents^ Compensatlon o 

(a) Salesmen's or agents' compensation allocable to defense con- 
tracts should be reasonable in the light of the services rendered* When 
it is apparent that sales efforts are disproportionately low in relation 
to amounts of defense contracts, it may be desirable that the contractor 
adjust the basis of compensation accordingly. For example, when defense 
business consists of standard commereial products which are sold normally 
on a commission basis, sudden expansion of defense business due to emer- 
gency should require change in basis of compensation to a salary or maximum 
commission ceiling in order to prevent unreasonable vdndfalls to salesmen 
or agents « If inequitable or exorbitant compensation is paid, it shall be 
subject to disallowance, to the degree deemed excessive, for the purpose 

of allocation of costs to defense contracts • 

(b) No fee, commission, percentage, or brokerage fee shall be allowed 
as a contract cost when contingent upon or resulting from an award of a 
contract, except commissions paid to bona fide employees or established 
commercial or selling agencies maintained by the contractor for the purpose 
of securing business in a normal manner. This provision shall be applied 
in a manner consistent with representations or agreements of contractors 

or prospective contractors in the light of ASPR, Section I, Part 5o 

15~320«3 General Sale s Expenses o These expenses, consisting of 
salaries and expenses in connection with direction and supervision of all 
sales efforts, clerical expenses in maintaining sales records and statis- 
tics in some cases, and similar overall sales expenses, may be considered 
to be allocable indirectly to defense products or contracts in some cases 
based upon the specific facts in each case, provided the basis of alloca- 
tion is equitable as between defense and nondefense business as a whole 
in the light of the relative services rendered* 

15«320*4 Bidding: Expenses Normally bidding expenses ^d.ll be 
treated as indirect expenses and apportioned as costs of specific con- 
tracts or products, as generally provided in paragraph 15-32003, ''General 
Sales Expenses When bidding expenses are minor, Uiere is no reason to 
separately identify them. However, when such expenses are large, especially 
on defense work, it is appropriate that they be separately classified, 
including engineering work, and charged to contract or product costs, 
either directly or indirectly | if indirectly it would generally be appro- 
priate to first separata the expenses overall between defense and nonde- 
fense work in order to exclude the cost of the latter from charges to 
defense contracts. Expenses of imsuccessful bids may be treated as 
normal indirect costs to be so allocated to defense contracts provided 
they do not become unreasonable in relative amiounts, as may be the re- 
sult if there is a large disporportion of unsuccessful bids on defense 
business. 

15«320.5 Advertising . Advertising expenses, including costs of 
materials, space, time, layout, and expenses of the department which super- 
vises such activities, are allowable for purpose of allocation to defense 
contracts when such expenses may be appropriately considered as having a 
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direct or indirect benefit in perfonnance of such contracts* In each case, 
the method of cost allocation to defense and nondefense contracts or prod- 
ucts should be appropriate in the light of the respective benefits • Adver- 
tising may be appropriately considered for allocation to the cost of 
defense contracts in the folloidng cases: 

(a) Advertising directed solely towards the recnxitment of new 
esqployeeso 

(b) Advertising in trade and technical jotimals for the ptirpose of 
establishing necessary business contacts in connection with the sale 
of defense products to Government contractors or when such periodicals 
are believed to be valuable for the dissemination of technical infor- 
BQfttion within the contractor's industry© 

(c) Publication of house organs and other similar materials which 
are disseminated to employees for the purpose of maintaining good labor 
relations o 

(d) Publication of catalogs, price lists, and technical pamphlets 
which aid users of the contractor's products, including the Government 
or defense contractors, excluding, of course, the cost of technical 
pamphlets prepared for the Government under separate contract considera- 
tion* 

(e) Advertising for standard commercial products, other than as in 
(a)' through (d) above, pursuant to the contractor's established practice, 
may be allocated to defense prime contracts and subcontracts on the 
basis that such costs will first be assigned to the contractor's non- 
defense business in the same amount per vmit sold as was assigned to 
such units prior to obtaining defense business; the amount remaining 
after such assignment may be allocated to defense prime and subcontracts 
but not in excess of the amount per unit on nondefense business j provided, 
however, that when defense sales are merely incidental, such cost allo- 
cations may be made on an overall prorata basis o 

(f) Advertising for special purpose products, other than as in (a) 
through (d) above, may not be allocated to defense prime contracts and 
subcontracts, except in cases where, in connection with undertaking 
defense work, the contractor's volume of nondefense work is reduced 
substantiallyo In such cases, in order to maintain good will, the con- 
tractor may need to continue advertising at a cost per unit higher than 
the reduced volume of nondefense business may equitably sustain based 
Mpon the contractor's established pricing and sales policies • In such 
event, the excess of reasonable advertising costs over the amount 
chargeable to nondefense business at per \init rates previously prevail- 
ing may be allocated to defense business o 

15-320e6 Product Transportation €uad Delivery E?cpenseS o These ex- 
penses, when required by the terms of a contract, are properly allowable. 
Whenever significant in amount and provided it is feasible, they should 
be determined and allocated as a direct cost of the product or contract. 
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15-320a7 Warehousing Expenses > Whenever a manufacturer maintains 
and ships products from warehotxses strategically located in order to pro- 
vide better service or reduce transportation costs to customers (as is 
frequently found with standai^i commercial products or spare parts), the 
expenses .of warehousing such stocks, including transportation from factory 
to warehouse, are allowable when fairly allocated to defense sales in 
relation to total sales of products delivered from such warehouses o 

I5-32O08 Service and Warranty Ex:penses > When the contract terms 
covering sale of defense products include an obligation on the part of 
the contractors, without additional separate ccanpensation, to provide 
service in installation, training operators, correcting defects in the 
product, replacing defective parts, making refunds in case of inadequate 
performance, etc*, the cost of the product should include an allowance 
for the cost of such undertakings. Generally, any warranty of the product 
as to performance, materials, and workmanship will be for a definite 
period of time. 3jx the case of cost-reimbursement-type contracts, actuial 
costs of performance to be reimbursed to the contractor will include all 
of the foregoing costs, and the period of performance of the contract 
will usually not expire until the end of warranty period and CQn5)letion 
of performance of any work required by the terms of the warranty. How- 
ever, in a fixed-price contract, a warranty may extend for a period of 
time considerably beyond delivery. In such cases, it is necessary to 
estimate the cost of services and warranties, usually as a percentage of 
product cost, for purposes of price negotiation. Estimating warranty 
costs must usually be based upon past experience in similar cases. When 
allowances are made for costs of performance under warranties- as product 
costs, there should be no duplication of the allowance for the risks in 
figuring aUoi^ble profits. 

15-320o9 Entertainment Expenses . Ehtertainment expenses, as such, 
shall not be considered either directly or indirectly as a cost of per- 
forming Government contracts. However, when expenses arise as a result 
of purchase of meals, local transportaion, rental of facilities for meet- 
ings, and other incidental costs, and the primary purpose of incurring 
such costs is the dissemination of technical information or the stimula- 
tion of production, such costs are allowable in determining the cost of 
Government contracts. 

15-330 General and Administrative Expenses . 

15-330.01 Allocation of General and Administrative Expenses These 
expenses are most often allocated simply in ratio to direct-labor costs, 
total manufacturing costs, or sales dollars. Where there are \d.de differ- 
ences in profit margins on different lines of product, the sales basis is 
inequitable. The relative importance of subcontracting and facility con- 
struction programs in different cases and circumstances has a bearing on 
the appropriate basis of allocation of these expenses • 

15-330»02 Executive Compensation . Executive compensation consists 
of all emoluments paid or accrued for services actually rendered .to the 
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contractor by executives, officers, partners, sole proprietors, and 
others of similar rank and abilities. Such costs are allowable when 
reasonable in amount in the light of the services rendered and incurred 
in accordance \dth law and established policy of the contractor • The 
amount of compensation established by the contractor will normally be 
considered reasonable except in special cases when the amount thereof 
may not have been determined through arm's length bargaining between the 
employer and the executive • Ann's length bargaining may be indicated to 
be lacking in any one of the following situations s 

(a) The executive or a member of his immediate family oims or is 
committad to acquire a substantial financial interest in the. contrac- 
tor's organization; or 

(b) Ownership of the contractor is limited to a small cohesive 
group; or 

(c) Tlie volume of Government contracts when related to the con- 
tractor's total business is such as to influence the contractor in 
his determination of executive compensation} or 

(d) The services rendered by any individual are clearly dispro- 
portionate in a major degree to the congjensation paid. 

Where executive compensation has not been determined through arm's length 
bargaining and is considered to be unreasonable in amount, the excess over 
the amount considered reasonable will not be included in determining the 
amount allocable to Government contracts. Allowances for condensation of 
partners or sole proprietors may properly be included in executive conipen- 
sation even though not actually paid or accrued in the accounts o 

15-330.03 Stock Options o The cost of options to purchase stock of 
the contractor corporation granted to executives thereof may be computed 
and considered as executive couipensation, subject to allocation to Gov- 
ernment contracts, as follows: 

(a) The cost of stock options to the grantor corporation is the 
excess, if any, over the option price of the fair market value of the 
stock on the date the option is granted to a specific individozal, 

(b) This cost is to be amortized at an annual rate equal to 3% of 
the so-determined fair market value beginning with the date the option 
is granted in recognition of the fact that the benefits to the corpora- 
tion extend over a period of years and do not accrue in one year when 
the option is granted or when it is exercised. 

15-330.04 Bonuses ^ The payment of executive bonuses, in addition 
to normal salaries, generally in relation to profits, is a common prac- 
tice to enco\irage special efforts and initiative on the part of executives o 
In an industry which is predominately devoted to defense work of a cost- 
type nature (excluding only forward fixed-price contracts) such a practice 
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is inappropriate from the standpoint of the usual bonus objectives, if 
bonuses are based directly upon profits of such work because in such 
case profits are more-or-less fixed and do not represent a measure of 
efficiency; in such cases, bonuses, if any, shoiild not be based directly 
upon profits but upon efforts o For the purpose of forward pricing of 
fixed-priced defense contracts executive bonuses of any type may be con- 
sidered as ian element of executive compensation upon the basis of advance 
estimates! in contract pricing, depending upon historical costs, execu- 
tive bonuses may be allowed generally for purposes of cost allocation 
only when they are computed upon some other basis than profits j provided, 
however, that in any case the overall executive compensation is deemed 
reasonable in the light of the provisions of paragraph 15-330o02o It is 
not intended by the foregoing to disturb practices in payments of bonuses 
to top executives of corporations engaged in mixed business, but in such 
cases cost allocations should be made in such a manner as to fairly ap- 
portion such bonuses between defense and nondefense business • Similar 
considerations are applicable in the allowance of bonuses to employees 
other than executives. 

I5-33O0O5 Travel E xpense. Travel expense, when incurred for busi- 
ness purposes, is an allovrable cost. The cost may represent payment for 
actual costs incurred, or payment may be on a per diem or mileage basis 
in lieu of actual cost, or a combination of the two methods may be used, 
provided the method used does not result in an unreasonable charge. 

The mode of travel, accommodation or subsistence shall be in keeping 
with the contractor's established practice. Should there be no estab- 
lished practice, the cost shall not exceed an amount commensurate with 
the nature and responsibilities of the traveler. Costs of entertainment 
shall not be included. 

Special circumstances create situations for which there may be no 
precedent. For example, costs of transporting entire families from one 
geographic location to another, and reestablishing them thereat, may have 
to be incurred if a competent skilled labor force is to be recruited and 
maintained. Generally such costs are allov/able, but there may be specific . 
instances in which a part or all will be excluded if considered excessive 
or unnecessary* 

15-330.06 Legalfl Accounting^ and Other Professional Expenses . Costs 
of professional services^ whether performed by the contractor's employees 
or by other members of the particular profession retained by the contrac- 
tor, are generally allowable. Such costs imist be reasonable in light of 
services rendered, and payment must not be contingent upon recovery of 
the cost from the Government o 

Such services must have been reasonably required by the business, 
although not necessarily required solely for the performance of Govern- 
ment contracts. Factors to be considered (among others) when determin- 
ing the reasonableness or necessity of incurring the cost areS (i) past 
pattern of such costs, par+"^ cularly in the years prior to +he award of 
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Government contracts j (ii) the impact of Government contracts on the 
size of the contractor's business (i.e., vrhat new pro' lens arise); (iii) 
the nature and scope of managerial services expected of the contractor's 
own organization! and (iv) whether or not the proportion of Government 
production of the contractor's total prodiictlon is such as to influence 
the contractor in favor of incurring the cost, particularly where the 
services rendered are not of a. continuing natvire and have little rela- 
tionship to production under Government contracts • 

If, in light of the foregoing, it appears that the costs are net 
reasonably required by the business or are excessive, the allowable 
portion will be reduced to an appropriate amount, if any, for purposei^ 
of allocation^ 

15-330o07 Bu.siness Organization Ibcpenses . Business organization 
expenses consist of those ordinary and reasonably necessary expenses 
which are incurred because of the use of the corporate, partnership, or 
other form of organization. Recurring business organization expenses 
are allovTableo Examples of such recurring esqpenses, vdth respect to a 
corporate form of organization, are fees paid to members of the board 
of directors, cost of shareholders meetings, proxy solicitations, prepa* 
ration and publication of annual reports to shareholders and preparation 
and submission of required reports to regulatory bodies having jurisdic- 
tion. Non-recurring expenses, particularly those directly related to 
the acquisition of additional capital, are not allov/able. Examples of 
unallowable costs wo\ild include legal and professional fees paid in con- 
nection with the preparation of a prospectus, costs of preparation and 
issuance of stock rights, and amortization of "organization expense." 
AUcvrable costs shall normally be considered to be reasonable in amotmt 
when incurred in accordance with the contractor's established practices, 
particularly those in effect prior to the award of Government contracts • 

I5-33O0O8 Bad Debts . Bad debt losses, whether actual or estimated, 
arise from the contractor's non-Government business. No allowance for 
such losses shall be made in costs or prices under Government prime con- 
tracts o However, in the case of subcontracts, particularly lowe^^^-tier 
subcontracts seveial contracts removed from the prime contractor, con- 
sideration may be given to a reasonable allov/ance for bad debt losses 
not to exceed the r?.te experienced by the subcontractor in doing business 
wilA the sane class of customer. 

15-330.09 Contributi ons and Donations . Contributions and donations 
to estaKHshed nonprcfit charitable, scientific, anr? educational organiza 
tion^ are properly allocable to Government contract 3 j provided that such 
costs (i) may reasonably be expected to result in future benefits to the 
contractor through advancing, directly or indirectly, the technology of 
his industry or increasing the supply of trained manpower available to it 
(ii) are in lieu of the cost of sijnilar facilities, which . facilities the 
contractor wouH.d otherwise have to provide, as for emmple, employee 
medical or recreational facilities; or (iii) are expected of the contrac- 
tor by the community and it can reasonably be expected that the prestige 
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of the contractor in the comnmnlty would suffer through the lack of such 
contributions. In general, item (iii) vill not be applied unless it is 
the practice of most business firms in the same community to make contri- 
butions to such organizations « 

The propriety of the amount of particular contributions and dona- 
tions and the aggregate thereof for each fiscal period must be judged 
ordinarily in light of the pattern of past contributions, parti ctilarly 
those made prior to the placing of Government contracts. The amount of 
each allowable contribution must be deductible for purposes of Federal 
income tax, but the deductibility of the contribution for income ta^c 
purposes does not in itself justify its allowability as a contract cost, 

15-330olO Trade, Business^ and Professional Activities , 

(a) Memberships . Costs of membership in trade, business, and pro- 
fessional organizations are allowable when incurred in accordance with 
the following standards J 

(i) Memberships are consistent with the established practice 
of the contractor, particularly his practice prior to the award of 
Government contracts. However, if the nature or volume of the con- 
tractor's production has been altered significantly by Government 
contracts, departure from the prior program may be justified. 

(ii) When the organization is a local one and membership would 
be expected of all similar business firms in the business commimityo 
Local organizations must be primarily for trade, business, or profes- 
sional purposes. Social, cultural, or recreational activities, if 
any, of such organizations must be incidental. 

(iii) If the organization is regional, national, or inter- 
national in scope, membership therein should be held by a majority 
of like firms in the same industry when the organization is a general 
purpose one. When the ptirpose of the organization is primarily to 
gather, develop, and disseminate information of a technical nattire or 
information regarding Government regulations on procurement, controlled 
materials, and wage stabilization, the membership shall be considered 
to have value and the application of any other standard in this para- 
graph is unnecessary^ 

(b) Subscriptions . The cost of subscriptions to trade, business, 
professional, or technical periodicals or services is allowable \Aien in- 
curred in accordance with the contractor's established practice and the 
costs are reasonable in amount. 

15-330.11 Employee Health and Welfare # Expenses for employee health 
and welfare activities, such as illness or first aid clinics, in5>rovement 
of working conditions, and others aimed to improve employer-employee rela- 
tions or employee performance, may be considered to be allowable if they 
are reasonable and necessary. The contractor's established practice or 
custom in the industry or area will be considered in making such deter- 
mination. 
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15-330ol2 Cafeterias > Commissaries > Dormitories > and Canteens > 
This class of expense consists of the cost, less revenue, of food, bev- 
erages, or living accommodations provided for members of the contractor's 
organization at their regular duty stations • When reasonably required by 
the nature of the contractor's operations, plant location, established 
policies, or en^Dloyer-employee agreement, such costs shall be allowable ♦ 
On the other hand, any profit on such activities shall be considered as ' 
a credit to the contractor's overall expenses before allocation to defense 
contracts, unless such exjienses are reduced for all the costs of such 
activities, including use of facilities, space, and utilities with elimina- 
tion of such credits from the contractor % general expenses subject to cost 
allocations to defense business^ 

15-34-0 Financial and Other Expenses > 

15-34'0#1 Interest on Borroved Captial ^ Interest paid or accrued, 
regardless of the nature of the obligation which gives rise to the interest 
cost, is not an alloxmble item of cost to be charged directly or indirectly 
to Government contracts • (See paragraph 15-219) 

The sole exception to this rule arises in situations in which the 
Government, through no fault of the contractor, fails to make timely pay- 
ments to the contractor as provided for ly the definitive contract (if 
any) J by the letter contract, if there are payment provisions thereinj or 
by whatever landerstanding between the parties as may otherwise exist* 
For example, if a letter contract did not contain payment provisions 
because it was contemplated at the time the contract was awarded that the 
letter contract would soon be superseded by a definitive contract, but in 
fact (through no fault of the contractor) months passed without such 
definitive contract, during which time costs were incurred beyond the 
amount or time at which payment (progress, partial, provisional or final) 
or reimbursement would probably have been made under a definitive contract, 
interest cost Incurred may be allowed to the extent the contractor must 
finance his operations beyond that financing which he would otherwise have 
to provide* likewise, long-delayed settlements of terminated contracts, 
where the fault does not rest with the contractor, may include am allow- 
ance for Interest cost incurred on a principal amount not to exceed the 
amount of the settlement agreement for a period beginning 60 days after 
the termination of the contract to the approximate date of payment* 

15-34^0.2 Contingencies > Provisions i*or general contingencies are 
not allov/able items of cost* Ajj.owances for specific contingencies may 
be made in cost estimates under fixed-price contracts when such contin- 
gencies are reasonably certain and predictable in amount* Escalation 
and price redetennination clauses and cost-reimbursement-type contracts 
are ordinarily used to avoid including allowances for most major contin- 
gencies which are not predictable within a reasonable degree of accuracy* 
Self-insurance charges and service and v^rranty expenses are treated sepa- 
rately in this Part as paragraphs 15-313 #14 and 15-320 
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15-34'0«3 TeiTnination Costs o The additional costs that reasonably 
and necessarily arise as the resxilt of termination or cancellation of 
Government contracts (or subcontracts^ including purchase orders), for 
the convenience of the Government^ fall into the three following main 
classes, all of which are allowable in natures 

(a) Costs of effecting termination, as of the date specified, of 
the designated work in the contractor's (or subcontractor's) plant. 
(Examples are costs of taking inventory of terminated Government 
work, telephone and telegram expenses of notifying subcontractors, 
etco) 

(b) Costs of effecting settlement of the terminated work and obtain- 
ing payment o These costs may arise in settlement with (i) the purchaser, 
that is, with the Government, a prime contractor, or a higher-tier 
subcontractor? or (ii) the supplier, that is, a subcontract or o (Ex- 
amples are accounting, legal, and clerical costs incidental to settle- 
mentp) 

(c) Protection and disposition of termination inventory,, These 
costs comprise, in turn, the four foUov/ing categories s 

(i) Costs of. transporting termination inventory from contrac- 
tor's (or subcontractor's) plant to a place of storage 
tinder conditions satisfactory to the Government . 

(ii) Costs of preserving, packing, and conditioning termina- 
tion inventory in order to place it in suitable condition 
or form to be stored o 

(iii) Costs of protecting termination inventory* 

(iv) Costs of disposing of termination inventory, under regu^ 
lations issued the Government o 

The costs enumerated above may be composed of amounts either (l) paid 
or payable to outside parties, or (2) determined by allocation of costs 
incurred within the contractor's own organization, or of both. 

Where practicable, termination costs should be segregated and charged 
directly to particular terminated contracts o Otherwise, however, alloca- 
tion, by estimation or some reasonable basis, of the termination portion 
of indirect costs is acceptable j provided that the cumulative sum so allo- 
cated up to a certain date does not exceed the cumulative sum of such 
costs actually incurred up to that date, and provided that the total 
allocated to a specific, single termination is reasonable « The method of 
allocation may consist of estimates based on past experience and on rea- 
sonably-anticipated futtire terminations o Under some conditions, moreover, 
costs not charged directly may be allocated to a particular terminated 
contract by applying against the contractor's own costs in the settlement 
proposal a properly-computed rate o 
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Termination costs may include a properly-allocable portion of the 
expenses of special termination units or departments within a contrac- 
tor's organization. In these instances the expenses of such units or 
departments need not be identified idth specific contracts, but the 
services performed must be directly related to termination activities • 
For practicality, factory and general administrative overhead may be 
included in termination costs only to the extent properly allocable to 
the aforesaid termination units or departments. 

Expenses of preserving or duplicating a contractor's records are 
ordinarily to be classed as general and administrative expense, rather 
than as termination cost. 

Excluded from alloxmble termination costs are the following J 

1. Costs due to the negligence or willful failure of the contrac- 
tor to discontinue, vdth reasonable promptness, incurring expenses 
otherudse unnecessary after the effective date of the termination 
notice. 

2. Costs incxured as the result of purchasing or producing facili- 
ties, materials, or services in excess of the reasonable quantitative 
requirements of the entire contract. 

3* Costs incurred in a formal submission or appeal by the particu- 
lar contractor, before a Government administrative tribunal or before/ 
a court of law, for the purpose of obtaining payment in excess of the 
settlement amount already offered by the Government or an intervening 
contractor. 

Other costs allowable in connection with terminations of contracts 
are set forth in Part 3 of this Section as follows: 

Paragraph Subject 

15-312.1 Severance Pay. 

15-313 • 05 Profits or Losses on Disposition of Plant and Equipment. 

15-340.1 Interest on Delayed Settlements. 

15-34-0.4 Losses on Other Contracts . A loss sustained by a contrac- 
tor on any contract is not allowable as a cost of performance of any other 
contract* 
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ASPR Case S3-hh 
8/15/56 

15-20U.2 (aa) Trainiiic a nd Educa tional Costs > (l) Costs of 
preparation and maintenance of a prograin of instruction at non- 
college level, designed to increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, 
salaries or warjes of trainees during re£,-ular working hours, and 

(i) salaries of the director of training and staff 
\>rhen the training program is conducted by the 
contractor; or 

(ii) tviition and fees when the training is in an 
institution not operated by the contractor^ 

are allowable. 

(2) Costs oi part-time technical, enr-ineerin^; cjid scientific 
education, at an under- (graduate or post-:jraduate college level, 
related to the job requirenents of bona fide employees, including 
only. 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational instj.t^^tion; 
(iv) sti'-aisht-time com^Densation of each employee for 

time spent attending classes during working hours 
not in excess of 156 hours per -/ear vrhere circum- 
stances do not permit the operation of classes or 
attendcjice at classes after regular workin;- hours; 
and 


ASPR Case 53-UU 
8/15/56 


(v) (A) tuition charged by the educational institution^; or 
(B) in lieu of tuition, instructors' salaries and 

the related share of indirect cost of the educa- 
tional institution, to the extent that the sum 
thereof is not in e::cess of the tuition i^hich 
would have been i^aid to the participating 
educational institution; 

are allowable. 

(3) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection 
with full-time scientific and engineering educar.ion at a post- 
graduate (but not under-graduate ) college level related to the job 
require.-iients of bona fide e:niployees for a total period not to 
eicceed one school year for each errployee so trained, are alloTjable. 
In uiiusual cases where required by riilitarj'^ teclinolo^y, the period 
may be e:-:t ended, 

(li) Maintenance ex-i^ense, and nor^^^al depreciation or fair 
rental, on facilities OTTiied or leased b:f the contractor for training 
purposes are allowable to the e:ctent set forth in (k), (c) and (t) 
above;, respectively. 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or 
fellowships, are considered contributions (see ASPR l5-20U.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Conunercial Organizations 


15-200 Scope of Part , This Part sets forth principles and standards for the 
detennination and allowance of costs in connection with cost- reimbursement 
type contracts and cost-^'eimbursement type subcontracts thereunder for pro- 
curement of supplies, services, and research and development woik, with con- 
tractors or subcontractors other than such contracts and subcontracts to 
which rarts 3, Or 7 apply. 

1$-201 Basic Considerations # 

l$-201el Composition of Total Cost ^ The total cost of a cost-reimbursement 
type contract is (i; the allowable direct costs, plus (ii) the allocable por- 
tion of allowable indirect costs, less (iii) any applicable credits • 

15-201,2 Factors Affecting Allowability of Costs , Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) sig- 
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items* 

1$-201,3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to ary allowed cost shall be credited to the Government either as a reduction 
in contract cost or a cash refund, as appropriate, 

15-202 Direct Costs # 

15-202 >>1 General , Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly to 
the contract or other work, with which identified. This principle may be 
applied to items of cost, such as freight, travel^ cc»nmunications, and en** 
gineering services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor Izems would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs, . 
may be treated as indirect costs • Each element of direct cost is subject to 
the limitations of this Part as to allowability, 

15-202,2 Direct Material Costs , Direct idaterial costs include the cost of raw 
materials, purchased items, and items supplied from stock, which iare directly 
incorporated into or attached to the end prodi:ct or which are directly con- 
sumed or expended in the performance of a contract. 

15-202 o3 Direct Labor Costs > Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 


Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

lg-202>U Other Direct Costs ^ Other it^ns of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the perfonnance of the contracts When, 
however, it«ns ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar itans applicable only 
to other work of the contractor m\iet be eliminated f rem indirect costs allocated 
to the Government contract* 

15*203 Indirect Costs * 

1$-203>1 General * (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the limitations of this Part as to allowability* 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 

a method which will distribute the indirect ^costs in an equitable manner. The 
method used in connection with Goverment contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work tinder the contract and other work of the contrac- 
tor j or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset in^rovement 
programs, the inventories, the volume of sales, the 
volxime of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203 #2 through 
15-203.5* 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incixrred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but nonaally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. < 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufac- 
turing and production costs consist of items of cost which are attributable 
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to the maniifactiHing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equity* Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclxisive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in detemining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

l$-203*3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, esqperimental 
development, manufactxuring and production developraent, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASPR 15-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pey shift, and multi-shift work), or some other 
equitable basis. 

1$-203>U Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U#2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consu]l.ting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is dejmonstrated. Such costs shall be allocated to the 
contractor's commercsial work and its individ'icl Government contracts on an 
equitable basis. Because of the special prcbiems that arrlse in this area, the 
contractor should idcntiiy in its records, by moans of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work af 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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•'■■i±v^ oast of f,., canpletedj 
(r) cost of salesj and 

(vi) sales (where no more satisfactoiy method is available). 
i^I^ Principles and Standards for Selected Items of Cost . 

^^T^Qj^'^ General, Applications of the above basic cost principles and stands 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all Items, whether cr not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, 
where appropriate, the treatment of similar or related items, . 

15-201^.2 Costs Allowable, in Whole or in Part . 

(a) Advertiging Costs . Advertising costs include the cost of ad- 
vertising media and corollary administrative costs. Advertising media include 
magazines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertising, dealer cards and window displays, conventions, 
exhibits, free goods aid samples, and sales literature. The following adver- 
tising costs are allowable: 

(i) advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed in journals which are valuable for 
the dissemination of technical information within the con- 
tractor's Indus tiyj and 

(ii) help wanted advertising, as set fo*rth in (t) below. 
All other advertising costs are unal.owable« 

(b) Bidding Costs . Biddiig costs are the costs of preparing bids 
or proposals on potential Government and non-Government contracts or projects, 
including the development of engineeiing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsucc«ssful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no biddiig costs of past accounting periods shall 
be allocable in the current period io the Government contract j however, the 
contractor's established practice miy be to treat bidding costs by some 
ather recognized method. Regardles; of the method used, the results obtained 
may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defaise costs are those incxurred 

in planning for, and the protection of life and pnoperty against, the possible 
effects of enemy attack. Heasonablj cost* of civil defense measures (in- 
cluding costs in excess of normal jLant pFctection costs, first-aid training 
and supplies, fire fighting tradLniri and equipment, posting of additioMl 


exit notices and directions > and other approved civil defense measures) under- 
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the contractor* Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f ) belowe Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowable. (See (e) below). 

(d) Compensation for Personal Services . (1) Compensation is 
allowable siibject to the specific limitations set forth hereunder. The term 
"compensation" includes all amounts paid or set aside, such as pension, re- 
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here- 
under, the total compensation of an individual may be questioned and the 
amo\mt allowed may be limited j and in connection therewith, consideration 
will be given to the relation of the total compensation to the searvices 
rendered. Compensation to sole proprietors or partners, ho^rever, is allowable 
only to the extent specif ically provided for in the contract. 

(2) Generally, the amount of compensation established by the 
contractor will be considered commensurate with the services rendered. How- 
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

, committed to acquire a substantial financial interest in the contractor's 
organization J or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government contracts when related to 
the contractor's total business is such as to influence the amount of com- 
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted, to employees is not allowable as an item of cost. 

(k) Subject to the provisions of (5) below, bonuses to em- 
ployees, such as production incentives and suggestion or safety awards, rep- 
resent a part of their total compensation and are allowable when appropriately 
allocated, if they are: 

(i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services are rendered or pursuant to an established 
plan consistently followed by the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for ciirrent services actually rendered by 
employees. 


(iv) Available to all employees of the contractor or to 
all employees vithin a group or salaiy classifica- 
tion which is not unreasonably restricted. , 

(v) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes • 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be aiy 
plan (immediate or deferred-regardless of method of 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit* 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (h) above* 

(B) Eknployer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenae^Service# 

(6) Stock Bonus Plans * Stock bonuses which are not disallowed 
hy the provisif^ns of (5) above are acceptable as a f om of compensation, and 
the costs thereof are allowable subject to all conditions pertinent iinder sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calcxilating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
anus-length agreement and the values ascribed to such 
stock are fair and reasonable* 
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(iv) Claims for accruals of compensation iinder a stock 
bonus arrangement prior to acquisition of stock by- 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees. 

(7) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premixjms 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively. 

(e) Contribntions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
commiinity and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past ccxitributions, particularly those made prior to the 
placing of Government contracts© The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justiiy allowability as a contract cost. 

(f ) Depreciation ^ (1) Depreciation is a charge to ctirrent opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not jjivolve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 19Sh); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a properly cost basis which could have been used 

the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of inccme tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 16? of the Internal 
Revenue Code of 195h^ 
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Depreciation shotild usually be allocated to the contract and other woric as 
an indirect cost# The amount of depreciation allowed in any accounting 
period may, consistent id.th the basic objectives set forth in (1) above, 
vaiy with volume of production or use of multi-shift operations* 

(3) Where a contractor has received a deteimination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility* 
Vftiere an election is made to use nomal depreciation, the amount thereof 
shall be computed in accordance with (2) above* Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the anergency period (5 years), 

shall be computed in accordance with the deteimina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (ii) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation*" 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production* 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fuUy de- 
preciated on the contractor's books or acquired without cost* Use charges 
for assets not fully depreciated on the contractor's books are unallowable* 

(g) Employee Morale, Health, and Welfare Costs and Credits * 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable* Such costs shall be eqiaitably allocated to all work of the 
contractor o Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations* 
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W Food Servi ce Costs and Credits . Food services include 
Wh iSf.^ furnishing facilities for cafeterias, dining rooms, canteem^^ 

'Z^'^"^/*''^"®^* ^^^^ ^yP^s °^ services for the co^ 
tractor's employees at the contractor's facilities or facilities controlled ^ 
ly the contractor. Profits (except profits irrevocably set over to an - 
employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the anployees at the site or sites of contract 
performance) accruing to the contractor from the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
treated as a credit, and allocated, to all activities served. Reasonable 
xosses frm operation of such services are allowable when it is the policy 
Of the contractor to operate such services at a profit or at cost: provided, 
however, that such losses are aUocated to all activities served. When it 
is rne polipy of the contractor to furnish such services at a loss, losses 
on such operation shall not be allowed as a cost unless specifically pro- 
vided for m the contract, ir f 

« .J ^ J^L ^J^i"ge Benefits. Fringe benefits are allowances and services 
provided by the contractor to its emplcyees as compensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holid^s, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, emplcyer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
(o) and (x) below), vj/w/x /, 
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( j) Insurance and Indemnification, 


(1) Insurance includes (i) those types of insurance irtiich the con- 
tractor is required to carry \inder the tenns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not con5)ensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the perf onnance of the con- 
tract, are allowable subject to the following Ijbnitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part J 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are imallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(k) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are \inallowable . 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactoiy rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs ^ 


(1) Costs, necessary for the upkeep of property (including Govemment 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life , but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U,3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. LikeTJise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract, 

(m) Manufacturijig and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and ii!5>rove- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below^ In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash disco\ants was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is pxirchased specifically for and identifiable solely 
with perforraance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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be includS SrSSf arthi^ii^^J and related material control records shall 
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period of performance of the contract. ^a^^e, and (ii) relate to the 

divisionif ^or^o^ga^z^tloS^'u^L^ T transferred between plants, 

the extent under common control, shall be aUowable only ti 

(i) the cost to the transferor; or 

for ^r;"^^^^°r:^ ^fl^^ P^ice to its most favored customer 
for the same xtem in like quantity; or 

^ Overtime. Extra-P av Shift, and Multi-Shift Pr«n-5«n,e tk« 
overt ime, extra.pav shift ant^ n»7i + . Vhs ^f^^ .- premium portion 

approved by the Government and may be classified H S°''^'^f'=* otherwise 
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non-?oieSJ;:nrvS being P^r""- -«ts allocated to 

(ii) the factors which ntc ess i?aS S^ ?^c1^Se VSe'^o^r^'^j:" P'^* 
portion of overtime, extra-cav shif t 1^+? Premium 

employees is allowablef S ?2soS^^e,^d^ iSS^^JT'"'' *° 

commercial as well as Government wrk! ^°°ated on a pro rata basis to 
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patent costs! ta™nSft?J^^Jh «?f P"P«l«e a«i any other 

is convene, io t.:°ss:^si.ri»*'»!' Koi?f.°si;,"£sL!r 

(q) Pension Plans . 

contractor^^iSSSrtf So^c^! ''^J-^ J? estabUshed and maintained by a 
deteminaSir^Mms systematicaUy for the payment of definitely 

afterj^tir!m«n? c I ? employees over a period of years, usually for life 
oTs^SJo^sl^S ienSx^^'i^c^ disability, ithdrLal, iSu^Sci^'' 

provide benefits for employees or their benefirslr.^^ A pian designed to 

or over a period of yea?s SSr Lt?^i^o r u *° P*^"^ "^^^ retirement 

within this pSa^apM,).)f^ ' ^ '"^^'^'^ *» *• Pension plans 

the -th^l^?reu»?^^^^n'o^?s?'::Ss°L?eS'ss^H°^.^ »^ 

(i) contractors nho are subject to Federal income tax, and 

(U) no^rofit or tax-exempt contractors *o have submitted 
their plans for approval by Internal Revenue Service; 

the case of all other olaS Sm^l?L=^1^?h'^Jf V!t "•P^*"* concerned. In 
Section to Of the SteiSS's^vS^^L o1 WsS ISSMS "'^^tJ'^i' °' 

rts^s^::^ .wr^^f^o^s -Lr 
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(i) the reHuirements of ASPR 1$-201.2 shaU be satisfied; 

(ii) such costs, including excess contributions (see Section 
i;OU(a)(l)(D) of the Internal Revenue Code of 1951i), shall 
^ not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and vtilcti — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-^erapt organizations, could 
have been disallowed for tax purposes had such organizations 
uoen subject to the payment of income tax; and 

(iv) in detewiining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or (B) 
below, to possible lliture abnormal termination credits or gains 
which may arise with respect to indiTJiduals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment wUl terminate before they acquire a vested right to 
the benefits under such plans 

(A) when such abnomal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such antir^ipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable ~ 

(l) cannot be currently eiraluated with reasonable 
aociiracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs ino\irred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent teriination credits or 
gains unless the Goverrment and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor* 

(4) The allowability of costs of Iximp sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs * Costs of items such as v/ages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary e xpenses to comply with military . . 
security requirements are allowable* 

( s ) Professional Service Costs «^ Legal, Accounting, Engineering, and 
Other o 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204o3(f ) )• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(1) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 
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(iv) whether the proportion of Government work to the oon-- 

tractor*s total business is such as to influence the con- 
tractor in favor of iicurring the oost^ particularly where 
the services rendered are not a continuing natvire and 
have little relationship to work \mder Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(S) Costs of legal, accounting, and consulting services, end related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs > Costs of "help wanted'' advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
TOiere the contractor uses employment agencies, costs not in excess of standards 
commercial rates for such services are also allowable* Costs of special benefits 
or emolments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) > 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors • . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under ccanmon control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(5) Unless otherwise specifically provided In the contract, rental 
costs specified in sale and leaseback agreements, incxirred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been Incurred had the contractor retained legal 
title to the facilities* 

(v) Research and Development Costs * 

(1) Research and development costs (sometimes referred to as general 
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engineering oosts) are divided into two major oategories^ for the purpose of 
oontraot costing: (i) general research^ also referred to as basic research^ 
fxxQdamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
toward increase of knowledge in science* In such research, the primary aim of 
the investigator is a fuller knowledge or understanding of the subject \mder 
study, rather than a pii^aotioal apj^lication thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract* 

(3) Related research Is that type of research which is directed toward 
practical application of science* Development is the cystematio use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusive of design, manufacturing, and proJuction engineering 
(see (m) above) • CoEtd of a oonri actor ~s Indepandent re?.at3d rep^aarch and 
development (that which is not 6\:onsor6d Tjy a contraoi, great, or other ari'ange* 
ment) are allowable imder c^ny cost«»reimbUi:sement typs production contract; pro* > 
vided the research and developcent are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development* Such costs are 
unallowable un'?er cort-reinbiirsement typv research e.ri dsvelopaent contracts* 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed* 

(6) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l&»204*3(k))« 

(w) Royalties and Other Costs for Use of Patents * Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable* 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wagec:, by contractors to 
workers whose employment is being terminated* Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 
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(2) 


Cos'*:a of sevoranoe pe-yiaent* ara divid^Jd Ixsbo two oategories as 


(i) aotufj normal turnover severance payinents shall be 
allocated to all v;ork performed in tha contractor's 
plant; or, where tho contractor provides for a^oiual 
of pay for normal sevarejioe such method w?.ll be 
acceptabla if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a r©present?/cive past period, and if amounts accrued 
a?^e allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contractor 
s' all bo assigned to the :;ntire pericl of the enplojinent 
oi" the teniilnated employeas and equi'ba^'^ly fc.l\coated to 
all work performed the contractor's pl^»nt during that 
period, A reservation in the final release may be made 
\7hea it is reasonable to assume that severance pay allocable 
to the contract will bs made in the future. 

Special Tooling Costa ^ Tha t.^rm "special -oollng** means property of 
sucii specialized nature thac its use, without cubexontial modification or altera- 
tion, is limited to the produoxion of the particular supvliee or the performance 
of the particular g^ervioes for which aoq'*iired or furnished© It include*?, but 
is not limited to, jigs, dies, fix-bures, molds, patterns, special taps, special 
gaugea^, and tpeciai test eq;>ipiia©nt* Costs of spscial tooling acquired for 
perfonriance of the contract ara allo^/able and shall be charged directly thereto. 

(z) Taxes > 

(l) Taxes are charges levied by Federal, State j. or local goverrunents# 
They do net 5jaclude fine?^ a:id penalties e^icept as cthenrise provided herein* 
In genaral, taxes (including State and local income taxes) which the contractor 
iff required to. pey end which are paid or accruec. in accordance with generally 

t.' ;r '-?d *r.- .-^ov-i-j-.t'np; principles are allowable, except for: 

(i) Federal income? &r»d excess profits taxes: 

(ii) taxes in comiaotion with financing, refinanoiiig -^r refiaading 
operations (seo ASPS 15-204.5(f ))^ 

(iii) ta;;es from which sxemptiojis are available to tho contractor 
directly or available to the contractor based on an eicemption 
afforded the CrOTorrment except when the contracting officer 
determines that the adminifitrative burden incident to ob* 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on, land which represent capital im- 
provements o 

(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(a) determine the legality of such assessment or, (B) secure 
a refund of such taxes o 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are als© allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbizrsed by the 
Government for the taxes, interest, and penalties* 

i^^) Trade, Business, Technical, and Professional Activity CostSo 

(1) Memberships o Costs of membership in trade, business, technical, 
and professional organisations are allcwable* 

(2) Subscriptions o Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(2) Meetings and Conferences o Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowableo 

(bb) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, desigred to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(it) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allcmrable» 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the 30b require- 
ments of bona fide employees, including only: 

(1) training materials; 

(ii) textbooks; 

(ill) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indirect cost of the educational Institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutl'on|a.Bnd 

(v) straight-time compensation of each employee for time spent 
attending classes d\aring working hours not in exoess of 
156 hours per year where circumstances do not permit the 
operation of classes or attendance at classes after 
regular working hours; 

are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for each employee so trained, are 
allcjwable* In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectivelyo 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs ♦ Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchaised, in process, 
or delivered* ^%en such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above)* ^ere identification with the materials 
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received oannot readily be madej inbound transportation costs may be charged to 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect* Outbound freight, if reinbOTsable omder 
the terms of the contract p should be treated as a direct cost# 

(dd) Travel Costs o 

(1) Travel costs include costs of tremsportaticnj lodging j subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official compcuiy business o 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business end applicable to the entire business are allowable© 
Such costs shall be equitably allocated to all work of the contractor • 
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(3) Subsistence and lodging, indxiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio::: o d# 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General » 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders* meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and foniis to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
eqxiitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-20U.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

r 

(i) ASPR l5-20U.3(e) 
(ii) ASPR l5-20U.3(i) 
(HI) ASPR l?-20U.3(k) 

15-20U^3 Unallowable CostS o . 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs., and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of ifdiich cannot be foretold 
Tri.th certainty as to time, intensity, or even with an assxrrance of their 
happening, ai-e unallowable. (For self -insurance programs, see ASPR 
l5-20U.2(j)), 

(c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-.20U.2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are \mallowable except when incurred as a result of compliance 

with specific provisions of the contract, or ins time tions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20ii.2(z) (but see ASPR 
l5-20U.2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income \inder 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejqpenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raiding capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation). 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property* Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General * 

(1) In addition, certain costs discussed in ASPR 15-20U.2 are 
stated to be unallowable. See for examples 

(i) Advertising Costs, ASPR l5-20li*2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15^20U.2(d)(3) 

(iii) Depraeiation, ASPR l5-20ii.2(f and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accoiinting, Engineering, 
and Other, ASPR l5-20li*2(s)(3), first sentence; 

(v) Recru5.ting Costs, ASPR l5-20ii*2(t), last sentence; 

Cvi) Royalties and Other Costs for Use of Patents, ASPR l5- 
20l4.»2(w), both provisos; and 

(vii) Taxes, ASPR l5-20li.2(z)(l)(i) through (±7). 

(2) Certain other costs discussed in ASPR l5-20U»2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR l5-20U.2(f first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i[.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (ii); 

{iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
- ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-20U.2(p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20li.2(s)(3), last sentence; 

(viU) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20U.2(tt)(3)j 

(ix) Royalties and Other Costs for Use of Patents, ASPR iS- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2)} and 
(xi) Travel Costs, ASPR l$-20U.2(dd)(U). 
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ASPR Case S3-hh 
8/15/56 

15-20U.2 (aa) Trainiiic a nd Educa tional Costs > (l) Costs of 
preparation and maintenance of a prograin of instruction at non- 
college level, designed to increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, 
salaries or warjes of trainees during re£,-ular working hours, and 

(i) salaries of the director of training and staff 
\>rhen the training program is conducted by the 
contractor; or 

(ii) tviition and fees when the training is in an 
institution not operated by the contractor^ 

are allowable. 

(2) Costs oi part-time technical, enr-ineerin^; cjid scientific 
education, at an under- (graduate or post-:jraduate college level, 
related to the job requirenents of bona fide employees, including 
only. 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational instj.t^^tion; 
(iv) sti'-aisht-time com^Densation of each employee for 

time spent attending classes during working hours 
not in excess of 156 hours per -/ear vrhere circum- 
stances do not permit the operation of classes or 
attendcjice at classes after regular workin;- hours; 
and 


ASPR Case 53-UU 
8/15/56 


(v) (A) tuition charged by the educational institution^; or 
(B) in lieu of tuition, instructors' salaries and 

the related share of indirect cost of the educa- 
tional institution, to the extent that the sum 
thereof is not in e::cess of the tuition i^hich 
would have been i^aid to the participating 
educational institution; 

are allowable. 

(3) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection 
with full-time scientific and engineering educar.ion at a post- 
graduate (but not under-graduate ) college level related to the job 
require.-iients of bona fide e:niployees for a total period not to 
eicceed one school year for each errployee so trained, are alloTjable. 
In uiiusual cases where required by riilitarj'^ teclinolo^y, the period 
may be e:-:t ended, 

(li) Maintenance ex-i^ense, and nor^^^al depreciation or fair 
rental, on facilities OTTiied or leased b:f the contractor for training 
purposes are allowable to the e:ctent set forth in (k), (c) and (t) 
above;, respectively. 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or 
fellowships, are considered contributions (see ASPR l5-20U.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Conunercial Organizations 


15-200 Scope of Part , This Part sets forth principles and standards for the 
detennination and allowance of costs in connection with cost- reimbursement 
type contracts and cost-^'eimbursement type subcontracts thereunder for pro- 
curement of supplies, services, and research and development woik, with con- 
tractors or subcontractors other than such contracts and subcontracts to 
which rarts 3, Or 7 apply. 

1$-201 Basic Considerations # 

l$-201el Composition of Total Cost ^ The total cost of a cost-reimbursement 
type contract is (i; the allowable direct costs, plus (ii) the allocable por- 
tion of allowable indirect costs, less (iii) any applicable credits • 

15-201,2 Factors Affecting Allowability of Costs , Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) sig- 
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items* 

1$-201,3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to ary allowed cost shall be credited to the Government either as a reduction 
in contract cost or a cash refund, as appropriate, 

15-202 Direct Costs # 

15-202 >>1 General , Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly to 
the contract or other work, with which identified. This principle may be 
applied to items of cost, such as freight, travel^ cc»nmunications, and en** 
gineering services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor Izems would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs, . 
may be treated as indirect costs • Each element of direct cost is subject to 
the limitations of this Part as to allowability, 

15-202,2 Direct Material Costs , Direct idaterial costs include the cost of raw 
materials, purchased items, and items supplied from stock, which iare directly 
incorporated into or attached to the end prodi:ct or which are directly con- 
sumed or expended in the performance of a contract. 

15-202 o3 Direct Labor Costs > Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 


Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

lg-202>U Other Direct Costs ^ Other it^ns of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the perfonnance of the contracts When, 
however, it«ns ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar itans applicable only 
to other work of the contractor m\iet be eliminated f rem indirect costs allocated 
to the Government contract* 

15*203 Indirect Costs * 

1$-203>1 General * (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the limitations of this Part as to allowability* 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 

a method which will distribute the indirect ^costs in an equitable manner. The 
method used in connection with Goverment contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work tinder the contract and other work of the contrac- 
tor j or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset in^rovement 
programs, the inventories, the volume of sales, the 
volxime of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203 #2 through 
15-203.5* 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incixrred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but nonaally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. < 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufac- 
turing and production costs consist of items of cost which are attributable 
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to the maniifactiHing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equity* Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclxisive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in detemining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

l$-203*3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, esqperimental 
development, manufactxuring and production developraent, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASPR 15-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pey shift, and multi-shift work), or some other 
equitable basis. 

1$-203>U Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U#2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consu]l.ting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is dejmonstrated. Such costs shall be allocated to the 
contractor's commercsial work and its individ'icl Government contracts on an 
equitable basis. Because of the special prcbiems that arrlse in this area, the 
contractor should idcntiiy in its records, by moans of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work af 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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•'■■i±v^ oast of f,., canpletedj 
(r) cost of salesj and 

(vi) sales (where no more satisfactoiy method is available). 
i^I^ Principles and Standards for Selected Items of Cost . 

^^T^Qj^'^ General, Applications of the above basic cost principles and stands 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all Items, whether cr not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, 
where appropriate, the treatment of similar or related items, . 

15-201^.2 Costs Allowable, in Whole or in Part . 

(a) Advertiging Costs . Advertising costs include the cost of ad- 
vertising media and corollary administrative costs. Advertising media include 
magazines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertising, dealer cards and window displays, conventions, 
exhibits, free goods aid samples, and sales literature. The following adver- 
tising costs are allowable: 

(i) advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed in journals which are valuable for 
the dissemination of technical information within the con- 
tractor's Indus tiyj and 

(ii) help wanted advertising, as set fo*rth in (t) below. 
All other advertising costs are unal.owable« 

(b) Bidding Costs . Biddiig costs are the costs of preparing bids 
or proposals on potential Government and non-Government contracts or projects, 
including the development of engineeiing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsucc«ssful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no biddiig costs of past accounting periods shall 
be allocable in the current period io the Government contract j however, the 
contractor's established practice miy be to treat bidding costs by some 
ather recognized method. Regardles; of the method used, the results obtained 
may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defaise costs are those incxurred 

in planning for, and the protection of life and pnoperty against, the possible 
effects of enemy attack. Heasonablj cost* of civil defense measures (in- 
cluding costs in excess of normal jLant pFctection costs, first-aid training 
and supplies, fire fighting tradLniri and equipment, posting of additioMl 


exit notices and directions > and other approved civil defense measures) under- 
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the contractor* Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f ) belowe Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowable. (See (e) below). 

(d) Compensation for Personal Services . (1) Compensation is 
allowable siibject to the specific limitations set forth hereunder. The term 
"compensation" includes all amounts paid or set aside, such as pension, re- 
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here- 
under, the total compensation of an individual may be questioned and the 
amo\mt allowed may be limited j and in connection therewith, consideration 
will be given to the relation of the total compensation to the searvices 
rendered. Compensation to sole proprietors or partners, ho^rever, is allowable 
only to the extent specif ically provided for in the contract. 

(2) Generally, the amount of compensation established by the 
contractor will be considered commensurate with the services rendered. How- 
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

, committed to acquire a substantial financial interest in the contractor's 
organization J or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government contracts when related to 
the contractor's total business is such as to influence the amount of com- 
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted, to employees is not allowable as an item of cost. 

(k) Subject to the provisions of (5) below, bonuses to em- 
ployees, such as production incentives and suggestion or safety awards, rep- 
resent a part of their total compensation and are allowable when appropriately 
allocated, if they are: 

(i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services are rendered or pursuant to an established 
plan consistently followed by the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for ciirrent services actually rendered by 
employees. 


(iv) Available to all employees of the contractor or to 
all employees vithin a group or salaiy classifica- 
tion which is not unreasonably restricted. , 

(v) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes • 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be aiy 
plan (immediate or deferred-regardless of method of 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit* 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (h) above* 

(B) Eknployer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenae^Service# 

(6) Stock Bonus Plans * Stock bonuses which are not disallowed 
hy the provisif^ns of (5) above are acceptable as a f om of compensation, and 
the costs thereof are allowable subject to all conditions pertinent iinder sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calcxilating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
anus-length agreement and the values ascribed to such 
stock are fair and reasonable* 
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(iv) Claims for accruals of compensation iinder a stock 
bonus arrangement prior to acquisition of stock by- 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees. 

(7) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premixjms 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively. 

(e) Contribntions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
commiinity and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past ccxitributions, particularly those made prior to the 
placing of Government contracts© The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justiiy allowability as a contract cost. 

(f ) Depreciation ^ (1) Depreciation is a charge to ctirrent opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not jjivolve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 19Sh); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a properly cost basis which could have been used 

the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of inccme tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 16? of the Internal 
Revenue Code of 195h^ 
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Depreciation shotild usually be allocated to the contract and other woric as 
an indirect cost# The amount of depreciation allowed in any accounting 
period may, consistent id.th the basic objectives set forth in (1) above, 
vaiy with volume of production or use of multi-shift operations* 

(3) Where a contractor has received a deteimination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility* 
Vftiere an election is made to use nomal depreciation, the amount thereof 
shall be computed in accordance with (2) above* Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the anergency period (5 years), 

shall be computed in accordance with the deteimina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (ii) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation*" 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production* 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fuUy de- 
preciated on the contractor's books or acquired without cost* Use charges 
for assets not fully depreciated on the contractor's books are unallowable* 

(g) Employee Morale, Health, and Welfare Costs and Credits * 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable* Such costs shall be eqiaitably allocated to all work of the 
contractor o Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations* 
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W Food Servi ce Costs and Credits . Food services include 
Wh iSf.^ furnishing facilities for cafeterias, dining rooms, canteem^^ 

'Z^'^"^/*''^"®^* ^^^^ ^yP^s °^ services for the co^ 
tractor's employees at the contractor's facilities or facilities controlled ^ 
ly the contractor. Profits (except profits irrevocably set over to an - 
employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the anployees at the site or sites of contract 
performance) accruing to the contractor from the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
treated as a credit, and allocated, to all activities served. Reasonable 
xosses frm operation of such services are allowable when it is the policy 
Of the contractor to operate such services at a profit or at cost: provided, 
however, that such losses are aUocated to all activities served. When it 
is rne polipy of the contractor to furnish such services at a loss, losses 
on such operation shall not be allowed as a cost unless specifically pro- 
vided for m the contract, ir f 

« .J ^ J^L ^J^i"ge Benefits. Fringe benefits are allowances and services 
provided by the contractor to its emplcyees as compensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holid^s, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, emplcyer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
(o) and (x) below), vj/w/x /, 
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( j) Insurance and Indemnification, 


(1) Insurance includes (i) those types of insurance irtiich the con- 
tractor is required to carry \inder the tenns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not con5)ensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the perf onnance of the con- 
tract, are allowable subject to the following Ijbnitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part J 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are imallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(k) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are \inallowable . 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactoiy rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs ^ 


(1) Costs, necessary for the upkeep of property (including Govemment 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life , but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U,3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. LikeTJise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract, 

(m) Manufacturijig and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and ii!5>rove- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below^ In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash disco\ants was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is pxirchased specifically for and identifiable solely 
with perforraance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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of pricii^ s^L^SSii^s^aco^^^^ generaUy recoenized method 

and'the Jfsults ^tSS are iSabil. ''''^"^ Qonsistently. applied 

perlodic^pLSSrSiLS^^^^^^^ * dliYerence between 

be includS SrSSf arthi^ii^^J and related material control records shall 

(i).do not iSlS:Trft:!dJSnsS° ^ Z^H^f'Tr ^elT^cl^ 

period of performance of the contract. ^a^^e, and (ii) relate to the 

divisionif ^or^o^ga^z^tloS^'u^L^ T transferred between plants, 

the extent under common control, shall be aUowable only ti 

(i) the cost to the transferor; or 

for ^r;"^^^^°r:^ ^fl^^ P^ice to its most favored customer 
for the same xtem in like quantity; or 

^ Overtime. Extra-P av Shift, and Multi-Shift Pr«n-5«n,e tk« 
overt ime, extra.pav shift ant^ n»7i + . Vhs ^f^^ .- premium portion 

approved by the Government and may be classified H S°''^'^f'=* otherwise 

WtSie"?^-:L^^^^^^^^ ^^rt-ss:.n.^ 

non-?oieSJ;:nrvS being P^r""- -«ts allocated to 

(ii) the factors which ntc ess i?aS S^ ?^c1^Se VSe'^o^r^'^j:" P'^* 
portion of overtime, extra-cav shif t 1^+? Premium 

employees is allowablef S ?2soS^^e,^d^ iSS^^JT'"'' *° 

commercial as well as Government wrk! ^°°ated on a pro rata basis to 
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patent costs! ta™nSft?J^^Jh «?f P"P«l«e a«i any other 

is convene, io t.:°ss:^si.ri»*'»!' Koi?f.°si;,"£sL!r 

(q) Pension Plans . 

contractor^^iSSSrtf So^c^! ''^J-^ J? estabUshed and maintained by a 
deteminaSir^Mms systematicaUy for the payment of definitely 

afterj^tir!m«n? c I ? employees over a period of years, usually for life 
oTs^SJo^sl^S ienSx^^'i^c^ disability, ithdrLal, iSu^Sci^'' 

provide benefits for employees or their benefirslr.^^ A pian designed to 

or over a period of yea?s SSr Lt?^i^o r u *° P*^"^ "^^^ retirement 

within this pSa^apM,).)f^ ' ^ '"^^'^'^ *» *• Pension plans 

the -th^l^?reu»?^^^^n'o^?s?'::Ss°L?eS'ss^H°^.^ »^ 

(i) contractors nho are subject to Federal income tax, and 

(U) no^rofit or tax-exempt contractors *o have submitted 
their plans for approval by Internal Revenue Service; 

the case of all other olaS Sm^l?L=^1^?h'^Jf V!t "•P^*"* concerned. In 
Section to Of the SteiSS's^vS^^L o1 WsS ISSMS "'^^tJ'^i' °' 

rts^s^::^ .wr^^f^o^s -Lr 
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(i) the reHuirements of ASPR 1$-201.2 shaU be satisfied; 

(ii) such costs, including excess contributions (see Section 
i;OU(a)(l)(D) of the Internal Revenue Code of 1951i), shall 
^ not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and vtilcti — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-^erapt organizations, could 
have been disallowed for tax purposes had such organizations 
uoen subject to the payment of income tax; and 

(iv) in detewiining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or (B) 
below, to possible lliture abnormal termination credits or gains 
which may arise with respect to indiTJiduals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment wUl terminate before they acquire a vested right to 
the benefits under such plans 

(A) when such abnomal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such antir^ipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable ~ 

(l) cannot be currently eiraluated with reasonable 
aociiracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs ino\irred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent teriination credits or 
gains unless the Goverrment and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor* 

(4) The allowability of costs of Iximp sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs * Costs of items such as v/ages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary e xpenses to comply with military . . 
security requirements are allowable* 

( s ) Professional Service Costs «^ Legal, Accounting, Engineering, and 
Other o 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204o3(f ) )• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(1) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 


15 


(iv) whether the proportion of Government work to the oon-- 

tractor*s total business is such as to influence the con- 
tractor in favor of iicurring the oost^ particularly where 
the services rendered are not a continuing natvire and 
have little relationship to work \mder Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(S) Costs of legal, accounting, and consulting services, end related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs > Costs of "help wanted'' advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
TOiere the contractor uses employment agencies, costs not in excess of standards 
commercial rates for such services are also allowable* Costs of special benefits 
or emolments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) > 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors • . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under ccanmon control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(5) Unless otherwise specifically provided In the contract, rental 
costs specified in sale and leaseback agreements, incxirred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been Incurred had the contractor retained legal 
title to the facilities* 

(v) Research and Development Costs * 

(1) Research and development costs (sometimes referred to as general 
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engineering oosts) are divided into two major oategories^ for the purpose of 
oontraot costing: (i) general research^ also referred to as basic research^ 
fxxQdamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
toward increase of knowledge in science* In such research, the primary aim of 
the investigator is a fuller knowledge or understanding of the subject \mder 
study, rather than a pii^aotioal apj^lication thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract* 

(3) Related research Is that type of research which is directed toward 
practical application of science* Development is the cystematio use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusive of design, manufacturing, and proJuction engineering 
(see (m) above) • CoEtd of a oonri actor ~s Indepandent re?.at3d rep^aarch and 
development (that which is not 6\:onsor6d Tjy a contraoi, great, or other ari'ange* 
ment) are allowable imder c^ny cost«»reimbUi:sement typs production contract; pro* > 
vided the research and developcent are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development* Such costs are 
unallowable un'?er cort-reinbiirsement typv research e.ri dsvelopaent contracts* 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed* 

(6) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l&»204*3(k))« 

(w) Royalties and Other Costs for Use of Patents * Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable* 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wagec:, by contractors to 
workers whose employment is being terminated* Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 
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(2) 


Cos'*:a of sevoranoe pe-yiaent* ara divid^Jd Ixsbo two oategories as 


(i) aotufj normal turnover severance payinents shall be 
allocated to all v;ork performed in tha contractor's 
plant; or, where tho contractor provides for a^oiual 
of pay for normal sevarejioe such method w?.ll be 
acceptabla if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a r©present?/cive past period, and if amounts accrued 
a?^e allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contractor 
s' all bo assigned to the :;ntire pericl of the enplojinent 
oi" the teniilnated employeas and equi'ba^'^ly fc.l\coated to 
all work performed the contractor's pl^»nt during that 
period, A reservation in the final release may be made 
\7hea it is reasonable to assume that severance pay allocable 
to the contract will bs made in the future. 

Special Tooling Costa ^ Tha t.^rm "special -oollng** means property of 
sucii specialized nature thac its use, without cubexontial modification or altera- 
tion, is limited to the produoxion of the particular supvliee or the performance 
of the particular g^ervioes for which aoq'*iired or furnished© It include*?, but 
is not limited to, jigs, dies, fix-bures, molds, patterns, special taps, special 
gaugea^, and tpeciai test eq;>ipiia©nt* Costs of spscial tooling acquired for 
perfonriance of the contract ara allo^/able and shall be charged directly thereto. 

(z) Taxes > 

(l) Taxes are charges levied by Federal, State j. or local goverrunents# 
They do net 5jaclude fine?^ a:id penalties e^icept as cthenrise provided herein* 
In genaral, taxes (including State and local income taxes) which the contractor 
iff required to. pey end which are paid or accruec. in accordance with generally 

t.' ;r '-?d *r.- .-^ov-i-j-.t'np; principles are allowable, except for: 

(i) Federal income? &r»d excess profits taxes: 

(ii) taxes in comiaotion with financing, refinanoiiig -^r refiaading 
operations (seo ASPS 15-204.5(f ))^ 

(iii) ta;;es from which sxemptiojis are available to tho contractor 
directly or available to the contractor based on an eicemption 
afforded the CrOTorrment except when the contracting officer 
determines that the adminifitrative burden incident to ob* 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on, land which represent capital im- 
provements o 

(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(a) determine the legality of such assessment or, (B) secure 
a refund of such taxes o 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are als© allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbizrsed by the 
Government for the taxes, interest, and penalties* 

i^^) Trade, Business, Technical, and Professional Activity CostSo 

(1) Memberships o Costs of membership in trade, business, technical, 
and professional organisations are allcwable* 

(2) Subscriptions o Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(2) Meetings and Conferences o Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowableo 

(bb) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, desigred to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(it) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allcmrable» 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the 30b require- 
ments of bona fide employees, including only: 

(1) training materials; 

(ii) textbooks; 

(ill) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indirect cost of the educational Institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutl'on|a.Bnd 

(v) straight-time compensation of each employee for time spent 
attending classes d\aring working hours not in exoess of 
156 hours per year where circumstances do not permit the 
operation of classes or attendance at classes after 
regular working hours; 

are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for each employee so trained, are 
allcjwable* In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectivelyo 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs ♦ Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchaised, in process, 
or delivered* ^%en such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above)* ^ere identification with the materials 
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received oannot readily be madej inbound transportation costs may be charged to 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect* Outbound freight, if reinbOTsable omder 
the terms of the contract p should be treated as a direct cost# 

(dd) Travel Costs o 

(1) Travel costs include costs of tremsportaticnj lodging j subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official compcuiy business o 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business end applicable to the entire business are allowable© 
Such costs shall be equitably allocated to all work of the contractor • 
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(3) Subsistence and lodging, indxiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio::: o d# 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General » 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders* meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and foniis to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
eqxiitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-20U.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

r 

(i) ASPR l5-20U.3(e) 
(ii) ASPR l5-20U.3(i) 
(HI) ASPR l?-20U.3(k) 

15-20U^3 Unallowable CostS o . 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs., and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of ifdiich cannot be foretold 
Tri.th certainty as to time, intensity, or even with an assxrrance of their 
happening, ai-e unallowable. (For self -insurance programs, see ASPR 
l5-20U.2(j)), 

(c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-.20U.2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are \mallowable except when incurred as a result of compliance 

with specific provisions of the contract, or ins time tions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20ii.2(z) (but see ASPR 
l5-20U.2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income \inder 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejqpenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raiding capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation). 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property* Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General * 

(1) In addition, certain costs discussed in ASPR 15-20U.2 are 
stated to be unallowable. See for examples 

(i) Advertising Costs, ASPR l5-20li*2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15^20U.2(d)(3) 

(iii) Depraeiation, ASPR l5-20ii.2(f and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accoiinting, Engineering, 
and Other, ASPR l5-20li*2(s)(3), first sentence; 

(v) Recru5.ting Costs, ASPR l5-20ii*2(t), last sentence; 

Cvi) Royalties and Other Costs for Use of Patents, ASPR l5- 
20l4.»2(w), both provisos; and 

(vii) Taxes, ASPR l5-20li.2(z)(l)(i) through (±7). 

(2) Certain other costs discussed in ASPR l5-20U»2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR l5-20U.2(f first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i[.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (ii); 

{iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
- ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-20U.2(p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20li.2(s)(3), last sentence; 

(viU) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20U.2(tt)(3)j 

(ix) Royalties and Other Costs for Use of Patents, ASPR iS- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2)} and 
(xi) Travel Costs, ASPR l$-20U.2(dd)(U). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Comnaercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the estabiis'hed practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate, 

l5-20'2 Direct Costs. 


15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202„2 Direct Material Cost So Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202«3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costso 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15- 203 Indirect Costs. 

16- 203ol General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a processs of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 
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(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^uch base periods will be used as will be required to represent the 
period of contract performance. 

15-203,2 Indirect Manufacturing and Prjaduction Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of prenniums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contracijor 's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and adnainistrative 
costs) compared to the corresponding ratios for the con- 
tractor's plant or activity as a whole; and. 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15«204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination, of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Governnnent and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period, of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack, Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipmervL, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal- Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. ' 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (I), above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or '4rue" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation,'^ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for currant and 
immediately prospective production. 
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(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations, 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all. activities served. Reason- 
able Ipsses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnificjattion. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the cpntractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circupristances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating ccnditici, are allowable ^(but see ^S"PR 
15-204. 3(d)). Expenditure s^for plant and equipment which, according i-o 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation aare^-allowaMe only on a depreciation basis. 


(2) Costs of maintenance and repaiir which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and pash discounts, and credits for scrap 

and salvage and nriaterial returned to vendors.. ^Such income and other credits 
shall either be credited dxrectily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash dis counts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include * 'write-downs" or ''write-ups'* of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra^Pay Shift , and Multi -Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of . such premium costs al located to non-Governnnent 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidenta^l and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 

12 


the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if/ 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Departnrient will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the- 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-2i)1.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the annount claimed and deductible for Federal inconme 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade^ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs , Costs of items such as wages, uniforms, • 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 


Other- 


(1) Costs of professional services rendered by the menmbers of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 

business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs . Costs of *'help wanted'* advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting* personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life 
expectancy^ condition ;.arid Jv:alue- of tH^ facilities leased^ options avarTable.; 
and other provisions o{ the rental aoreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership,, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. "~ "~ 

(3) Unless otherwise specifically provided in :the contract, rental . 
costs specified in sale and leaseback agreements, incurred by contractors ^ 
through selling plant -facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research^ and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
a£rangennent) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Governnaent 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nnay accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are alloca^ted to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized) * 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or anaortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided. that where the Governnaent has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor *s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 

19 


may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance v^ith 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs , 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professipnali and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities fbr meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissenaination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing, and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the director of training and staff, training materials, 
and text books, and tuition and fees whien part-time training "is -conducted 
by educational institutions, a-re allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa- 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCipn with the materials received can- 
not readily be made, inbound transportation costs naay be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no; rrial course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all woVk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204.3(1); and 

(iii) ASPR 15-204. 3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers* accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable, (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for: current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204, 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other conti^^act is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and or.gaa 

izers-, in connection vsJ^th [i] organization or reorganization of a business, 
or (ii) raising k:aLpital. aire unallowable (see (f) above)c 

(i) Precontract Costs. Precontract costs are those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation) . 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General, 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other. ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Taxes, ASPR i5-204.i-(z)(l)(i) throug^h (iv). 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in sonne cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

iii) Depreciation, ASPR 15-204.2(f)(5), first sentence; 

(iii) Food Service Cogts and. Credits, ASPR 15-204..2(h), 
last sentence; 

(iv) Insuranfce and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), .and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o). second sentence; 

(vii) Patent Costs, ASPR 15 -204. 2 (p), second sentence; 


(viii) Professional Service Costs - Legal. Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204,2(z)(2); 

(xii) Trainijig Costs, ASPR. 15-204. 2(bb), 

last sentence; and. • 

(xiii) Travel Costs, . ASPRl5-204.2(dd)(4). 
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ASPR Case S3-hh 
8/15/56 

15-20U.2 (aa) Trainiiic a nd Educa tional Costs > (l) Costs of 
preparation and maintenance of a prograin of instruction at non- 
college level, designed to increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, 
salaries or warjes of trainees during re£,-ular working hours, and 

(i) salaries of the director of training and staff 
\>rhen the training program is conducted by the 
contractor; or 

(ii) tviition and fees when the training is in an 
institution not operated by the contractor^ 

are allowable. 

(2) Costs oi part-time technical, enr-ineerin^; cjid scientific 
education, at an under- (graduate or post-:jraduate college level, 
related to the job requirenents of bona fide employees, including 
only. 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational instj.t^^tion; 
(iv) sti'-aisht-time com^Densation of each employee for 

time spent attending classes during working hours 
not in excess of 156 hours per -/ear vrhere circum- 
stances do not permit the operation of classes or 
attendcjice at classes after regular workin;- hours; 
and 


ASPR Case 53-UU 
8/15/56 


(v) (A) tuition charged by the educational institution^; or 
(B) in lieu of tuition, instructors' salaries and 

the related share of indirect cost of the educa- 
tional institution, to the extent that the sum 
thereof is not in e::cess of the tuition i^hich 
would have been i^aid to the participating 
educational institution; 

are allowable. 

(3) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection 
with full-time scientific and engineering educar.ion at a post- 
graduate (but not under-graduate ) college level related to the job 
require.-iients of bona fide e:niployees for a total period not to 
eicceed one school year for each errployee so trained, are alloTjable. 
In uiiusual cases where required by riilitarj'^ teclinolo^y, the period 
may be e:-:t ended, 

(li) Maintenance ex-i^ense, and nor^^^al depreciation or fair 
rental, on facilities OTTiied or leased b:f the contractor for training 
purposes are allowable to the e:ctent set forth in (k), (c) and (t) 
above;, respectively. 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or 
fellowships, are considered contributions (see ASPR l5-20U.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Conunercial Organizations 


15-200 Scope of Part , This Part sets forth principles and standards for the 
detennination and allowance of costs in connection with cost- reimbursement 
type contracts and cost-^'eimbursement type subcontracts thereunder for pro- 
curement of supplies, services, and research and development woik, with con- 
tractors or subcontractors other than such contracts and subcontracts to 
which rarts 3, Or 7 apply. 

1$-201 Basic Considerations # 

l$-201el Composition of Total Cost ^ The total cost of a cost-reimbursement 
type contract is (i; the allowable direct costs, plus (ii) the allocable por- 
tion of allowable indirect costs, less (iii) any applicable credits • 

15-201,2 Factors Affecting Allowability of Costs , Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) sig- 
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items* 

1$-201,3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to ary allowed cost shall be credited to the Government either as a reduction 
in contract cost or a cash refund, as appropriate, 

15-202 Direct Costs # 

15-202 >>1 General , Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly to 
the contract or other work, with which identified. This principle may be 
applied to items of cost, such as freight, travel^ cc»nmunications, and en** 
gineering services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor Izems would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs, . 
may be treated as indirect costs • Each element of direct cost is subject to 
the limitations of this Part as to allowability, 

15-202,2 Direct Material Costs , Direct idaterial costs include the cost of raw 
materials, purchased items, and items supplied from stock, which iare directly 
incorporated into or attached to the end prodi:ct or which are directly con- 
sumed or expended in the performance of a contract. 

15-202 o3 Direct Labor Costs > Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 


Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

lg-202>U Other Direct Costs ^ Other it^ns of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the perfonnance of the contracts When, 
however, it«ns ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar itans applicable only 
to other work of the contractor m\iet be eliminated f rem indirect costs allocated 
to the Government contract* 

15*203 Indirect Costs * 

1$-203>1 General * (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the limitations of this Part as to allowability* 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 

a method which will distribute the indirect ^costs in an equitable manner. The 
method used in connection with Goverment contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work tinder the contract and other work of the contrac- 
tor j or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset in^rovement 
programs, the inventories, the volume of sales, the 
volxime of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203 #2 through 
15-203.5* 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incixrred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but nonaally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. < 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufac- 
turing and production costs consist of items of cost which are attributable 
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to the maniifactiHing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equity* Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclxisive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in detemining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

l$-203*3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, esqperimental 
development, manufactxuring and production developraent, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASPR 15-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pey shift, and multi-shift work), or some other 
equitable basis. 

1$-203>U Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U#2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consu]l.ting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is dejmonstrated. Such costs shall be allocated to the 
contractor's commercsial work and its individ'icl Government contracts on an 
equitable basis. Because of the special prcbiems that arrlse in this area, the 
contractor should idcntiiy in its records, by moans of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work af 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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•'■■i±v^ oast of f,., canpletedj 
(r) cost of salesj and 

(vi) sales (where no more satisfactoiy method is available). 
i^I^ Principles and Standards for Selected Items of Cost . 

^^T^Qj^'^ General, Applications of the above basic cost principles and stands 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all Items, whether cr not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, 
where appropriate, the treatment of similar or related items, . 

15-201^.2 Costs Allowable, in Whole or in Part . 

(a) Advertiging Costs . Advertising costs include the cost of ad- 
vertising media and corollary administrative costs. Advertising media include 
magazines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertising, dealer cards and window displays, conventions, 
exhibits, free goods aid samples, and sales literature. The following adver- 
tising costs are allowable: 

(i) advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed in journals which are valuable for 
the dissemination of technical information within the con- 
tractor's Indus tiyj and 

(ii) help wanted advertising, as set fo*rth in (t) below. 
All other advertising costs are unal.owable« 

(b) Bidding Costs . Biddiig costs are the costs of preparing bids 
or proposals on potential Government and non-Government contracts or projects, 
including the development of engineeiing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsucc«ssful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no biddiig costs of past accounting periods shall 
be allocable in the current period io the Government contract j however, the 
contractor's established practice miy be to treat bidding costs by some 
ather recognized method. Regardles; of the method used, the results obtained 
may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defaise costs are those incxurred 

in planning for, and the protection of life and pnoperty against, the possible 
effects of enemy attack. Heasonablj cost* of civil defense measures (in- 
cluding costs in excess of normal jLant pFctection costs, first-aid training 
and supplies, fire fighting tradLniri and equipment, posting of additioMl 


exit notices and directions > and other approved civil defense measures) under- 
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the contractor* Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f ) belowe Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowable. (See (e) below). 

(d) Compensation for Personal Services . (1) Compensation is 
allowable siibject to the specific limitations set forth hereunder. The term 
"compensation" includes all amounts paid or set aside, such as pension, re- 
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here- 
under, the total compensation of an individual may be questioned and the 
amo\mt allowed may be limited j and in connection therewith, consideration 
will be given to the relation of the total compensation to the searvices 
rendered. Compensation to sole proprietors or partners, ho^rever, is allowable 
only to the extent specif ically provided for in the contract. 

(2) Generally, the amount of compensation established by the 
contractor will be considered commensurate with the services rendered. How- 
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

, committed to acquire a substantial financial interest in the contractor's 
organization J or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government contracts when related to 
the contractor's total business is such as to influence the amount of com- 
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted, to employees is not allowable as an item of cost. 

(k) Subject to the provisions of (5) below, bonuses to em- 
ployees, such as production incentives and suggestion or safety awards, rep- 
resent a part of their total compensation and are allowable when appropriately 
allocated, if they are: 

(i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services are rendered or pursuant to an established 
plan consistently followed by the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for ciirrent services actually rendered by 
employees. 


(iv) Available to all employees of the contractor or to 
all employees vithin a group or salaiy classifica- 
tion which is not unreasonably restricted. , 

(v) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes • 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be aiy 
plan (immediate or deferred-regardless of method of 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit* 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (h) above* 

(B) Eknployer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenae^Service# 

(6) Stock Bonus Plans * Stock bonuses which are not disallowed 
hy the provisif^ns of (5) above are acceptable as a f om of compensation, and 
the costs thereof are allowable subject to all conditions pertinent iinder sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calcxilating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
anus-length agreement and the values ascribed to such 
stock are fair and reasonable* 
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(iv) Claims for accruals of compensation iinder a stock 
bonus arrangement prior to acquisition of stock by- 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees. 

(7) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premixjms 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively. 

(e) Contribntions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
commiinity and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past ccxitributions, particularly those made prior to the 
placing of Government contracts© The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justiiy allowability as a contract cost. 

(f ) Depreciation ^ (1) Depreciation is a charge to ctirrent opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not jjivolve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 19Sh); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a properly cost basis which could have been used 

the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of inccme tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 16? of the Internal 
Revenue Code of 195h^ 
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Depreciation shotild usually be allocated to the contract and other woric as 
an indirect cost# The amount of depreciation allowed in any accounting 
period may, consistent id.th the basic objectives set forth in (1) above, 
vaiy with volume of production or use of multi-shift operations* 

(3) Where a contractor has received a deteimination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility* 
Vftiere an election is made to use nomal depreciation, the amount thereof 
shall be computed in accordance with (2) above* Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the anergency period (5 years), 

shall be computed in accordance with the deteimina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (ii) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation*" 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production* 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fuUy de- 
preciated on the contractor's books or acquired without cost* Use charges 
for assets not fully depreciated on the contractor's books are unallowable* 

(g) Employee Morale, Health, and Welfare Costs and Credits * 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable* Such costs shall be eqiaitably allocated to all work of the 
contractor o Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations* 
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W Food Servi ce Costs and Credits . Food services include 
Wh iSf.^ furnishing facilities for cafeterias, dining rooms, canteem^^ 

'Z^'^"^/*''^"®^* ^^^^ ^yP^s °^ services for the co^ 
tractor's employees at the contractor's facilities or facilities controlled ^ 
ly the contractor. Profits (except profits irrevocably set over to an - 
employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the anployees at the site or sites of contract 
performance) accruing to the contractor from the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
treated as a credit, and allocated, to all activities served. Reasonable 
xosses frm operation of such services are allowable when it is the policy 
Of the contractor to operate such services at a profit or at cost: provided, 
however, that such losses are aUocated to all activities served. When it 
is rne polipy of the contractor to furnish such services at a loss, losses 
on such operation shall not be allowed as a cost unless specifically pro- 
vided for m the contract, ir f 

« .J ^ J^L ^J^i"ge Benefits. Fringe benefits are allowances and services 
provided by the contractor to its emplcyees as compensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holid^s, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, emplcyer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
(o) and (x) below), vj/w/x /, 
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( j) Insurance and Indemnification, 


(1) Insurance includes (i) those types of insurance irtiich the con- 
tractor is required to carry \inder the tenns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not con5)ensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the perf onnance of the con- 
tract, are allowable subject to the following Ijbnitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part J 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are imallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(k) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are \inallowable . 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactoiy rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs ^ 


(1) Costs, necessary for the upkeep of property (including Govemment 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life , but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U,3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. LikeTJise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract, 

(m) Manufacturijig and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and ii!5>rove- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below^ In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash disco\ants was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is pxirchased specifically for and identifiable solely 
with perforraance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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and'the Jfsults ^tSS are iSabil. ''''^"^ Qonsistently. applied 
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be includS SrSSf arthi^ii^^J and related material control records shall 
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period of performance of the contract. ^a^^e, and (ii) relate to the 

divisionif ^or^o^ga^z^tloS^'u^L^ T transferred between plants, 

the extent under common control, shall be aUowable only ti 

(i) the cost to the transferor; or 
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for the same xtem in like quantity; or 

^ Overtime. Extra-P av Shift, and Multi-Shift Pr«n-5«n,e tk« 
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portion of overtime, extra-cav shif t 1^+? Premium 
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(q) Pension Plans . 

contractor^^iSSSrtf So^c^! ''^J-^ J? estabUshed and maintained by a 
deteminaSir^Mms systematicaUy for the payment of definitely 
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provide benefits for employees or their benefirslr.^^ A pian designed to 

or over a period of yea?s SSr Lt?^i^o r u *° P*^"^ "^^^ retirement 

within this pSa^apM,).)f^ ' ^ '"^^'^'^ *» *• Pension plans 
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(i) contractors nho are subject to Federal income tax, and 

(U) no^rofit or tax-exempt contractors *o have submitted 
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the case of all other olaS Sm^l?L=^1^?h'^Jf V!t "•P^*"* concerned. In 
Section to Of the SteiSS's^vS^^L o1 WsS ISSMS "'^^tJ'^i' °' 

rts^s^::^ .wr^^f^o^s -Lr 
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(i) the reHuirements of ASPR 1$-201.2 shaU be satisfied; 

(ii) such costs, including excess contributions (see Section 
i;OU(a)(l)(D) of the Internal Revenue Code of 1951i), shall 
^ not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and vtilcti — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-^erapt organizations, could 
have been disallowed for tax purposes had such organizations 
uoen subject to the payment of income tax; and 

(iv) in detewiining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or (B) 
below, to possible lliture abnormal termination credits or gains 
which may arise with respect to indiTJiduals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment wUl terminate before they acquire a vested right to 
the benefits under such plans 

(A) when such abnomal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such antir^ipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable ~ 

(l) cannot be currently eiraluated with reasonable 
aociiracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs ino\irred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent teriination credits or 
gains unless the Goverrment and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor* 

(4) The allowability of costs of Iximp sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs * Costs of items such as v/ages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary e xpenses to comply with military . . 
security requirements are allowable* 

( s ) Professional Service Costs «^ Legal, Accounting, Engineering, and 
Other o 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204o3(f ) )• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(1) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 
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(iv) whether the proportion of Government work to the oon-- 

tractor*s total business is such as to influence the con- 
tractor in favor of iicurring the oost^ particularly where 
the services rendered are not a continuing natvire and 
have little relationship to work \mder Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(S) Costs of legal, accounting, and consulting services, end related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs > Costs of "help wanted'' advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
TOiere the contractor uses employment agencies, costs not in excess of standards 
commercial rates for such services are also allowable* Costs of special benefits 
or emolments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) > 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors • . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under ccanmon control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(5) Unless otherwise specifically provided In the contract, rental 
costs specified in sale and leaseback agreements, incxirred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been Incurred had the contractor retained legal 
title to the facilities* 

(v) Research and Development Costs * 

(1) Research and development costs (sometimes referred to as general 
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engineering oosts) are divided into two major oategories^ for the purpose of 
oontraot costing: (i) general research^ also referred to as basic research^ 
fxxQdamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
toward increase of knowledge in science* In such research, the primary aim of 
the investigator is a fuller knowledge or understanding of the subject \mder 
study, rather than a pii^aotioal apj^lication thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract* 

(3) Related research Is that type of research which is directed toward 
practical application of science* Development is the cystematio use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusive of design, manufacturing, and proJuction engineering 
(see (m) above) • CoEtd of a oonri actor ~s Indepandent re?.at3d rep^aarch and 
development (that which is not 6\:onsor6d Tjy a contraoi, great, or other ari'ange* 
ment) are allowable imder c^ny cost«»reimbUi:sement typs production contract; pro* > 
vided the research and developcent are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development* Such costs are 
unallowable un'?er cort-reinbiirsement typv research e.ri dsvelopaent contracts* 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed* 

(6) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l&»204*3(k))« 

(w) Royalties and Other Costs for Use of Patents * Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable* 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wagec:, by contractors to 
workers whose employment is being terminated* Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 
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(2) 


Cos'*:a of sevoranoe pe-yiaent* ara divid^Jd Ixsbo two oategories as 


(i) aotufj normal turnover severance payinents shall be 
allocated to all v;ork performed in tha contractor's 
plant; or, where tho contractor provides for a^oiual 
of pay for normal sevarejioe such method w?.ll be 
acceptabla if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a r©present?/cive past period, and if amounts accrued 
a?^e allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contractor 
s' all bo assigned to the :;ntire pericl of the enplojinent 
oi" the teniilnated employeas and equi'ba^'^ly fc.l\coated to 
all work performed the contractor's pl^»nt during that 
period, A reservation in the final release may be made 
\7hea it is reasonable to assume that severance pay allocable 
to the contract will bs made in the future. 

Special Tooling Costa ^ Tha t.^rm "special -oollng** means property of 
sucii specialized nature thac its use, without cubexontial modification or altera- 
tion, is limited to the produoxion of the particular supvliee or the performance 
of the particular g^ervioes for which aoq'*iired or furnished© It include*?, but 
is not limited to, jigs, dies, fix-bures, molds, patterns, special taps, special 
gaugea^, and tpeciai test eq;>ipiia©nt* Costs of spscial tooling acquired for 
perfonriance of the contract ara allo^/able and shall be charged directly thereto. 

(z) Taxes > 

(l) Taxes are charges levied by Federal, State j. or local goverrunents# 
They do net 5jaclude fine?^ a:id penalties e^icept as cthenrise provided herein* 
In genaral, taxes (including State and local income taxes) which the contractor 
iff required to. pey end which are paid or accruec. in accordance with generally 

t.' ;r '-?d *r.- .-^ov-i-j-.t'np; principles are allowable, except for: 

(i) Federal income? &r»d excess profits taxes: 

(ii) taxes in comiaotion with financing, refinanoiiig -^r refiaading 
operations (seo ASPS 15-204.5(f ))^ 

(iii) ta;;es from which sxemptiojis are available to tho contractor 
directly or available to the contractor based on an eicemption 
afforded the CrOTorrment except when the contracting officer 
determines that the adminifitrative burden incident to ob* 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on, land which represent capital im- 
provements o 

(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(a) determine the legality of such assessment or, (B) secure 
a refund of such taxes o 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are als© allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbizrsed by the 
Government for the taxes, interest, and penalties* 

i^^) Trade, Business, Technical, and Professional Activity CostSo 

(1) Memberships o Costs of membership in trade, business, technical, 
and professional organisations are allcwable* 

(2) Subscriptions o Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(2) Meetings and Conferences o Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowableo 

(bb) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, desigred to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(it) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allcmrable» 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the 30b require- 
ments of bona fide employees, including only: 

(1) training materials; 

(ii) textbooks; 

(ill) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indirect cost of the educational Institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutl'on|a.Bnd 

(v) straight-time compensation of each employee for time spent 
attending classes d\aring working hours not in exoess of 
156 hours per year where circumstances do not permit the 
operation of classes or attendance at classes after 
regular working hours; 

are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for each employee so trained, are 
allcjwable* In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectivelyo 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs ♦ Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchaised, in process, 
or delivered* ^%en such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above)* ^ere identification with the materials 
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received oannot readily be madej inbound transportation costs may be charged to 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect* Outbound freight, if reinbOTsable omder 
the terms of the contract p should be treated as a direct cost# 

(dd) Travel Costs o 

(1) Travel costs include costs of tremsportaticnj lodging j subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official compcuiy business o 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business end applicable to the entire business are allowable© 
Such costs shall be equitably allocated to all work of the contractor • 
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(3) Subsistence and lodging, indxiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio::: o d# 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General » 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders* meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and foniis to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
eqxiitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-20U.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

r 

(i) ASPR l5-20U.3(e) 
(ii) ASPR l5-20U.3(i) 
(HI) ASPR l?-20U.3(k) 

15-20U^3 Unallowable CostS o . 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs., and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of ifdiich cannot be foretold 
Tri.th certainty as to time, intensity, or even with an assxrrance of their 
happening, ai-e unallowable. (For self -insurance programs, see ASPR 
l5-20U.2(j)), 

(c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-.20U.2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are \mallowable except when incurred as a result of compliance 

with specific provisions of the contract, or ins time tions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20ii.2(z) (but see ASPR 
l5-20U.2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income \inder 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejqpenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raiding capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation). 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property* Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General * 

(1) In addition, certain costs discussed in ASPR 15-20U.2 are 
stated to be unallowable. See for examples 

(i) Advertising Costs, ASPR l5-20li*2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15^20U.2(d)(3) 

(iii) Depraeiation, ASPR l5-20ii.2(f and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accoiinting, Engineering, 
and Other, ASPR l5-20li*2(s)(3), first sentence; 

(v) Recru5.ting Costs, ASPR l5-20ii*2(t), last sentence; 

Cvi) Royalties and Other Costs for Use of Patents, ASPR l5- 
20l4.»2(w), both provisos; and 

(vii) Taxes, ASPR l5-20li.2(z)(l)(i) through (±7). 

(2) Certain other costs discussed in ASPR l5-20U»2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR l5-20U.2(f first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i[.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (ii); 

{iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
- ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-20U.2(p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20li.2(s)(3), last sentence; 

(viU) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20U.2(tt)(3)j 

(ix) Royalties and Other Costs for Use of Patents, ASPR iS- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2)} and 
(xi) Travel Costs, ASPR l$-20U.2(dd)(U). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Comnaercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the estabiis'hed practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate, 

l5-20'2 Direct Costs. 


15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202„2 Direct Material Cost So Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202«3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costso 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15- 203 Indirect Costs. 

16- 203ol General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a processs of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 


2 


(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^uch base periods will be used as will be required to represent the 
period of contract performance. 

15-203,2 Indirect Manufacturing and Prjaduction Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of prenniums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contracijor 's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and adnainistrative 
costs) compared to the corresponding ratios for the con- 
tractor's plant or activity as a whole; and. 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15«204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination, of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Governnnent and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period, of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack, Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipmervL, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal- Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. ' 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (I), above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or '4rue" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation,'^ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for currant and 
immediately prospective production. 


7 


J 


(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations, 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all. activities served. Reason- 
able Ipsses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnificjattion. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the cpntractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circupristances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating ccnditici, are allowable ^(but see ^S"PR 
15-204. 3(d)). Expenditure s^for plant and equipment which, according i-o 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation aare^-allowaMe only on a depreciation basis. 


(2) Costs of maintenance and repaiir which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and pash discounts, and credits for scrap 

and salvage and nriaterial returned to vendors.. ^Such income and other credits 
shall either be credited dxrectily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash dis counts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include * 'write-downs" or ''write-ups'* of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra^Pay Shift , and Multi -Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of . such premium costs al located to non-Governnnent 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidenta^l and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if/ 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Departnrient will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the- 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-2i)1.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the annount claimed and deductible for Federal inconme 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade^ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs , Costs of items such as wages, uniforms, • 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 


Other- 


(1) Costs of professional services rendered by the menmbers of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 

business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs . Costs of *'help wanted'* advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting* personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life 
expectancy^ condition ;.arid Jv:alue- of tH^ facilities leased^ options avarTable.; 
and other provisions o{ the rental aoreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership,, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. "~ "~ 

(3) Unless otherwise specifically provided in :the contract, rental . 
costs specified in sale and leaseback agreements, incurred by contractors ^ 
through selling plant -facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research^ and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
a£rangennent) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Governnaent 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nnay accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are alloca^ted to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized) * 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or anaortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided. that where the Governnaent has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor *s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance v^ith 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs , 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professipnali and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities fbr meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissenaination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing, and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the director of training and staff, training materials, 
and text books, and tuition and fees whien part-time training "is -conducted 
by educational institutions, a-re allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa- 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCipn with the materials received can- 
not readily be made, inbound transportation costs naay be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no; rrial course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all woVk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204.3(1); and 

(iii) ASPR 15-204. 3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers* accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable, (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for: current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204, 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other conti^^act is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and or.gaa 

izers-, in connection vsJ^th [i] organization or reorganization of a business, 
or (ii) raising k:aLpital. aire unallowable (see (f) above)c 

(i) Precontract Costs. Precontract costs are those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation) . 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General, 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other. ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Taxes, ASPR i5-204.i-(z)(l)(i) throug^h (iv). 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in sonne cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

iii) Depreciation, ASPR 15-204.2(f)(5), first sentence; 

(iii) Food Service Cogts and. Credits, ASPR 15-204..2(h), 
last sentence; 

(iv) Insuranfce and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), .and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o). second sentence; 

(vii) Patent Costs, ASPR 15 -204. 2 (p), second sentence; 


(viii) Professional Service Costs - Legal. Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204,2(z)(2); 

(xii) Trainijig Costs, ASPR. 15-204. 2(bb), 

last sentence; and. • 

(xiii) Travel Costs, . ASPRl5-204.2(dd)(4). 
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\ ^ /^Jtc^ l!^ ^^^^ ■ SECTION 3W SUBCaHlT'i^iJ 

i.>^-2Q0 SCOPE UF PART . This part sets fcsrth principles and standards for the deter- 
mination and allowance of costs in connection with cost-reirabxursement type contract- 
and cost-reimbursement, type subcontracts thereunder for procurement of 8\q?plies, 
services, and research and development work with organizations having coinmerciri 
type accounting systems* However, this part, does r^ot apply to contracts for f acil- 
ities, construction and architect-engineer services related to construction. 
15-201 BASIC PRINCIPLES AND STANDARDS * 

a. Cons?osition of Total Cost > The total cost of a cost-reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properly 
allocable portion of allowable indirect costs and (iii) applicable income, and other 
credits. 

b. Factors Affecting Allowability of Costs . The factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) application 
of generally accepted accounting principles and practices, (iii) significant devia- 
tions in the established practices of the contractor which substantially increase 
the contract costs, and (iv) any limitations as to types or amounts of cost items 
set forth in this Part 2 of Section XV or otherwise included in the contract* 

c. Credits . The applicable portion of income and other credits, rebates, 
and allowances, received by or accruing to the contractor and which are related to 
any allowed cost will be credited to the Govemraent either as a reduction in craa- 
tra6t cost or a cash refund, as appropriate. 

4, Contractor's Accounting System ^ The requirements concerning record 
keeping and approval of the contractor's accounting procedures and practices are 
set forth in the "Records Clause" (See ASPR 7-203.7). . 

15,202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate ^ireof ,^ which can be identified 
specifically with any objective, seandce, program or rarojept under the conteaet and 
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are chargeable directly i;neretOt liajor items of cost reaaily identifiable with tlx 
contract or with other work of the contractor should be charged directly thereto^ 
This principle may often be applicable to such el^ents of expense as freight, 
travel, coiranunications, engineering services, etc#, as well as the normal items of 
' materials and productive labor# Hoi^rever, when the contractor is engaged in mixed 
production, this principle must be applied consistently to the costing of both 
defense and non«defense products or services, in order to produce equitable result8« 
When the accounting expense of direct costing of minor items would exceed the 
resulting benefits. Individual items, otherwise allowable as direct coists, may be 
treated as indirect expenses • 

15-'202#1 DliiECT MATERIALS ♦ The cost of direct materials includes the cost of all 
items purchased, supplied, manufactixred or fabricated, which enter directlj'^ Ls.zo 
the end product or which are used or consmed directly in connecticm with furnishing 
such product* Costs of reasonable overruns, spoilage, and defective work may also 
be included (as to defective work, see paragraph 7-»203f5(c))# 

15-202 #2 DIRECT LABOR. The cost of direct labor includes salaries and wages speci-** 
f ically identifiable with and properly chargeable directly to the performance of 
contract or other work of the contractor* Average rates may be used where it is 
demonstrated by the contractor that the results are equitable* Direct labor may 
also include other associated costs such as payroll taxes and workmen's compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs* 

15-202*3 OTHER DIRECT COSTS > Where other items of cost are charged directly to the 

contract consistent with paragraph 15-202 above, the contractor must demonstrate 

that they are specifically related to the performance of the contract* When, how-^ 

^ ever, items ordinarily chargeable as indirect costs are charged to a Govemr.ie:vh 

contract as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to the contract* 
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l|-203 B^DIRECT COSTS > . • ♦ • 

(a) Indirect costs are expenses which are incurred for common or joint ob- 
jectives, are acctmulated for accounting purposes by departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 

• ' tractor by a process of allocation* Each element thereof is subject to the limita- 
tions of this part as to allowability* 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance mxist be taken into accour: 
in determining the most suitable method or methods* The objective should be ol.e 
selection of a method or methods vihich will distribute the indirect costs in a fair 
and equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform idth generally accepted accounting practices, be 
applied consistently, and produce eqxxitable results. A^y significant change, such 
as in the nattare of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing processes, 

or the products being produced, may require reconsideration of the methods previously 
in use to determine whether th^ continue to be equitable* Further discussion 
relative to allocation of the individual categories of Indirect costs will be found 
in the subparagraphs below* 

15^203 #1 INDIRECT MANDFACTURING AND PaODUCTION EKPENSES * Indirect manufacturing 
and production e35)enses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202 • Allocation of indirect manufacturing and produc- 
tion expenses on a time basis, such as direct labor man-hours or machine-hours, is 
a method which generally produces accuracy and equity. Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and prime co^ts of units processed* The contractor may 
departmentalize or establish cost centers in order to distribute equi1iab3y the 


• 

indirect costs • The factors to be considered in determining the extent of depart- 
mentaliaation or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products* 

l$-203>2 DJDIHECT EMGIMBBRING EXPENSES # Indirect engineering expenses include 
engineering supervision, engineering administrative expense, engineering general 
supplies, and other related expenses • These expenses arise out of engineering 
activities which may include product design, tool desi©a, experimental development, 
manufacturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting* 

Indirect engineering expenses should be allocated to the benefited ':c.\v« 
ities, ite., ccaitract and other work of the contractor C MW^S^I^faf^lftp^^ 
-nrnni^h'^^ } on the basis of direct engineering man-ho-ugg expended, direct 

engineering labor dollars (exdlusftve of overtime^ premium), or other equitable ba£:.e# 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i#e», contract and other work of the contractor in accordance ndth 
paragraph 15- 202 • 

15-203 >3 SELLING AND DISTRIBUTION EXPETJSES * The expenses in this group consist of 
items which represent the cost of marketing the contractor's products and include 
sales promotion, advertising, distribution costs and other related items • Generally 
such expenses are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts for the reason that marketing, in the ordinary 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable demonstration of benefits to Government contracts and 
subject to the other provisions of this part, there may be an allocation to goveni- 
nent work of those eaqpenses in this category which consist of technical, consulting 
and such other beneficial services (including related supervision and clerical 
expenses) which are for purposes such as application and adaptation of the 
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extractor's products rather than pure sellings Such costs should first be allocatec 
between the contractor's commercial line and its Government contracts^ The amount 
allocated to the latter should then be charged to the individual contracts on any 
equitable basis • Because of the special problems that arise in this area, it is 
usually desirable for the contractor to identify in its records by means of sub- 
accounts or otherwise, the items of these eacpenses considered properly allocable to 
Government contracts* 

15'»203*U CENSRAL A!iD ADMINISTiaATIVE EXPENSES ^ General and administrative eDcpenses! 
consist of costs incurred in the over-all management, supervision and conduct of 
the business • Any recognised method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained. Some of the 
factors that should receive consideration in determining whether the results are 
equitable are (i) the cost pattern of the Government contracts (that is, the per- 
centage of the total cost of the contract, exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, and (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work* In addition, considera- 
tion should be given to any significant variations of inventories between accounting 
periods, variations in the ratio of contract inventory levels to all other inven*^ 
tory levels, and other relevant factors including those mentioned in para. l5-203(b)* 
15-203 #5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPglSES . The base period for 
allocation of indirect expenses shoiald ^pa^^^ ^T^ie^^ of contract performance 
» should be roprooontative of that period ic — Tho baco period should be sufficiently 



long to avoid inequities in the allocation of costs^ -^'^^^^'^^ 
15«20U APPLICATIONS OF BA^C COST PRINCIPLES Atfl) STAIiDARDS TQ SELECTED IlEMS OF COSl 
This paragraph states, in some detail, applications of the basic cost princip^ie2 
cr.d standards set forth in the preceding paragraphs of this part to certain selected 
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%tems of cost# The statements herein apply irrespective of whether the particular 
it«n of cost is treated by the contractor as direct cost or as indirect cost# 
Failure to mention any particular item of cost herein is not intended to imply 
that it is Bither allowable or unallowable, vath respect to those items not speci- 
fically covered, as well as all the subparagraphs below, determination as to allow- 
ability will be made in the light of the basic principles and standards herein and, 
where appropriate, the treatment of similar or related items in this Part. 
l$-20l;»l ADVERTISIMG > Advertising expenses include the costs of advertising media 
and coroUaiy administrative expenses. Advertising media include magazines, .v:. 
,:)apers, radio and television programs, direct mail, trade papers, outdoor adver- 
•Rising, dealer cards and window displays, conventions, and exhibits, free goods 
and samples, and sales literature. 

a. The following advertising costs only are allowable; 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor* s industry. 

(2) Help wanted advertising, as set forth in paragraph 15-20U.32. 
l$-20ix.2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include related collection expenses and related legal expenses. These costs are 
unallowable. 

15^26U.3 BIDDIHG EXPENSE . Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to support the qcMitractor' s price proposal or estimated 
cost of work performance. Bidding expenses of the current accounting period of 
both successful and unsuccessful bids normally will be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable in the current period 
to the Goveiment contract. However, the contractor's established practice may be 
to treat bidding expenses by scwie other recognized method. Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable. 

15-20U.U CAFETERIAS, DINING ROOMS » Alfl) OTHER FOOD SERVICES . This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operatioi of these services whether operated 
by the contractor or a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 
e-ccept for services from which the profits are irrevocably set over to an eii«>loyee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the employees at the site or sites of contract perfomance. Reasonable 
losses of operation f rran such services are allowable when it is the polipy of 
the contractor to operate such services at no loss or profit; provided, however, 
that any gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts. When it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
will not be allowed as a cost, unless authorized special contract provision. 
I5«'20lt.5 CIVIL DETEHSE * Civil defense costs are those incurred in the planning for 
and the protection of life and property against the possible effects of enemy attack. 
These costs are generaUy incurred pursuant to plans developed by local and state 
civil defense authoidties. Examples of civil defense costs include cost in excesp 
of normal plant protection expenses and may consist of first-aid training and 
supplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Seasonable costs of civil 
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defense measures indertaken ai the contractor's premises pursuant to suggestiois or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof will be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles. Except as specifically- 
civil 

provided in the contract, contributions to local/defense funds or projects not on 
the contractor's premises are unallowable* 

l$-20it.6 COMPENSATION FOR PEaSOHAL SERfflCES , (To be inserted later on this page 
and pages 1509, l5lO and 1511). 
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l $>20li#7 CONmcga^CIES t This type of charge results irom the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
Tdlth certainty as to time, intensity or even an assurance of its happenings These 
costs are not allowable^ (For self -insurance programs see paragraph l5-20li.l5)# 
1$>20U#8 CONTRIBUTIONS AMD DONATIONS . Contributions and donations to established 
nonprofit charitable, scientific and educational organizations are allowable pro- 
vided that such costs are reascaiable and are properly allocated to all voi±i 

The propriety of the amount of particular contributions and donations and 
oiie aggregate thereof for each fiscal period must be Judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Government contracts. The amount of each allovrable contribution must be deductible 
for purposes of Federal income tax, but the deductibility of the contribution for 
income tax purposes does not in itself justify its allarability as a contract cost. 
l$-20i;>9 DEPRECIATION > 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated residual 
value, over their estimated useful life in a systematic and logical manner* It 
involves a process of allocation, not of valuation. Useful life has reference to 
the prospective period of economic usefulness in the particular contractor's opera- 
tions as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by con- 
sistent application to the as set (s) concerned of any generally accepted accounting 
principles, including those recognized by Section 16? of the Internal Revenue Code 
of 195U, and should usually be allocated to the contract and other work as an 
indirect cost. The amount of depreciation charged in any accounting period may 
vary with volume of production or use of multishift operations, provided the method 
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followed is consistent with oasic objectives set forth la' suoparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such faciUties as are reasonably necessaiy for standby purposes. 

d. Ifeless otherwise provided in the contract, no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 
consistent accounting pracUce, folly depreciated on the contractor's books of 
account. 

e. Where the contractor has applied for, received, and accepted a deter- 
mination of "true depreciation" from an Emergency Facilities Board covering an 
eaei^ency faciUty acquired under a certificate of necessity, the amounts so deter- 
maed for "true depreciation" over the emergency period (5 years) will be recognised 
in Ueu of normal depreciation. After the expiration of the emergency period for 
the faciUty concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depreei- 
ated over its remaining useful life and willJie_the_only amount r«c<snised as 
allowable cost, subject to paragraph l5-26Ua?7;^-T5ira>ntractor may elect to use 
normal depreciation rather than the "true depreciation" as determined by the 
Bnergency Facilities Board. However, the method chosen after such determination 

of '»true depreciation" must be followed consistently throughout the Ufe of the 
MKrgency facility, 

lg-20lt.ip EMPLQgEE MORA LE. HEALTH AND WELFARE . Included In this categoiy are ex- 
penses of health and welfare activities incurred fdr the improvement of working 
conditions and the improvement of employer-employee relations, en?)loyee morale, and 
empl<^3ree performance. Examples of these activities are house publications, health 
or first-aid clinics, and employee counselling services. These costs are allowable 
when incurred in accordance with the contractor's established practice or custom in 
the Industry or area and are reasonable and equitably allocated to all classes of 
work performed in the contractor's plant. Income generated from ax^ of these 


activities will be credi.. j>o the costs thereof unless c^^ 4 income has been 
ii-revocably set over to en^loyee welfare organizations* 

I5^20ti,ll EOTERTAINMSNT EXPENSE , This item includes the cost of amusement^ diver* 
sion, social activities and incidental costs relating thereto , such as meals ^ lodg- 
ingj rentals^ transportation and gratuities* These costs are unallowable* 
l$-20ha2 EXCESS FACILITIES * This item includes the cost of maintaining and hous- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes* These costs are unallowable* The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract* 
15-20U*13 FINES Alg) PENALTIES * Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state and 
Federal laws and regulations* These expenses are not allowable except when incurred 
as a, result of compliance with specific provisions of the contract or instructions 
in writizig from the contracting officer* 

l$-20U*lU FRINGE BENEFITS * Fringe benefits are allowances and services provided 
by the contractor to its employees as compensation in addition to regular wages 
and salaries* 

a* The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 

accordance with sub-paragraphs 15-20U*26, l$-20li*6 and l$-i20li*37 respectively* 

b* The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and employee insurance (but see subparagraph 20ii*l$e) is 
allowable to the extent required }yy lav;, e]T^loyer<^e!r9l<^ee agreement, or established 
poliqy of the contractor that constitutes, in effect, an Implicit agreement on the 
contractor's part* 

l$-20li*l5 INSURANCE AND INDEIiNIFICATIOM * 

ft; Inclivled unde3:^thls item ap^^^) those types^of insuranc^^wlfich the 



contractor is requir©dKto carry^jiBder the terno^^^-^Jhe contrac^^''^ hy specjjKc 
ins*ructiortJ>f^''^h^ contr^^eting officer or>«is authorizej 
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(2) any other insurance for which the contractor seeks reimbursement under the Qon^ 
tract. The IdUi^s of insurance ordinarily included in the^first category are set 
out in 

b. Costs^xif Oovemment required insurance are allowable within tix 
M . o:? as tp 'the extent of coverage and premium rates approved by th<9 Qcvernment 
Costs of othet insurance, except that applicable to Qovemment-owned property, are 
allowable provided (1) ^he insurance has been, approved by the militaxy department 
conc9tfnll or (2) in the absence of such ^Jproval requirement, ihe types of coverage j 
ejaent of coverag^^, and rates are re^isonable under the circumstances* Costs allowed 
for use and occupant insurance, ^^iowever, will in principle be limited so as to 
exclude coverage of profit, ^ivberest, federal infeome taxes, and any other items of 
e:q)ense unallowable undqr ' this part • 


c» The costs of insurance or any reserve covering the risk of loss of or 


damage to Qover^4nt-owned property are not allowable except to the extent that the 

Government ma^ have required the contractor to carxy such insurance* 
/ / / 

/ d. Provisicm t^T losses under a self insurance program are allowable 

/ / ' 

prodded the program h^ been approved by tfee Military Departoerits concerned. 

Actual losses sustained under such a jjelf ^insurance progr$w are not allowable* 

e* The costs of insurance on the lives qf off icers, partners or. propri- 


etors, Br4^not allowable excepli where such insj»*ance is part of an enployee plan 
which4s not unduly restxlcted* / 

f. Los^ resulting frMKTailure to insureJt*hrough self insu^nce or 
otherwise) are/Mt allowable uidless approved by the Department cmcepi^* 

g. Cost of ipdwinif ication vil^Aie allowable only to^e extent ex- 
press3^ provided f or/ln the contract* 
1S-20U*16 INTEiREST AND OTHER FINAMCIAL.EXPBWSES . This item includes interest 
(however represented), bond discount and expenses, and the cost of financing and 
refinancing operations as well as legal and professional fees paid in connection 


with the preparation of a prospectus, cost of preparat^|| and issuance of stock 
rights and expenses related thereto. (See also l5-20||^i^ These costs are un« 
allowable except for interest assessed ly State or loc|j|^|taxin|5 authorities under 
the conditions set forth in subparagraph 15->20U»39» ^»ee» 

IS^ZOU.I? LABOR RELATIONS . This item covers «3Q>enses incurred in maintaining satis* 

factory relations between the contractor and hiis ea(lc^ff«9* It includes ^ cost 

of shqp stewards, labor management caraidttees, employee_P»ublicaticms and other 

related activities* Costs incurred for th^e i^urposel'are allowable. 

l$-20lta8 LOSag ON OTHER CONTRACTS . This it«n covers any excess of costs over 

such other contracts are of a V 

Costs of thi^ natuH are not 

allowable as a cost of performance of the Qovemmmt contract. 

lg-20U.19 MAINTENAUCE AND HEPAIRS . 

a* This item includes those costs neeessaxy for the uj^e^ of property 

•therwise 

(including Government property unless/provj-ded for) which neither adds to the per- 
manent value of the property nor appreciably prolongs ||f intended life but keeps 
it in an efficient operating condition. These costs ^ allowablei Qqjenditures 
for plant and equipment which, according te generally «^f(lipted accounting princi- 
ple*, should be capitaUsed and subjected te deprecia^iw will be allowable only 
on a depreciation basis. Cost of maintenance and repairs of excess facilities ani 
of idle facilities (other than reasonable standby facilities) are not allowable. 

b. Deferred maintenance is defined as maintenance and repairs which or 
some reason such as abnormal operating conditions or lack of funds, is delayed to 
a future period. The cost of maintenance and repairs which has been deferred from 
a period prior to the contract is not allowable unless specifically provided for 
in the contract. Likewise, the estimated cost of maij||jpinoe and repairs nomally 
required but not accomplished during the period of the ccmtract will not be allowed 
as a cost unless specifically provided for in the contract. 


income under 


and all other contracts* whether 


supply, r^earch and developaent or other nature. 
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15-20U^20 MANDFACTORING AND PRODUCTIQW ENGINEERINQ > Manufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manxif acturing processes such as motion and time studty, methods analysis, 
job analysis, and tool design and improvement and (2) current production problems, 
such as materials analysis for production suitability and ccanponent design for 
purposes of simplifying production* These costs are allowable. 
lg-20ll*21 MATERIALS AND SUPPLIES ^ 

a« This item includes the net costs of such items as raw materials, 
parts, sub-assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the cwitractor, and may include ouch collateral items 
as inbound transportation and intransit insurance. In computing materials costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(as to defective work, see paragraph 7-203#5(c)). These costs aire allowable sub- 
ject > however, to the provisions of subparagraphs b» through £4 below. 

b« Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other credits 
include trade discounts, refunds, rebates and allowances, cash discounts available, 
credits for scrap and salvage and materials returned to vendors^ Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportfioned through credits to indirect costs. How- 
everi where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed. 

c. When materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contracts 

d. If materials are issued from stock, any generally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are equitable. Wlioro materialu in stock at the. 


nommrn op mon t d ntn nf t hr Gon t rnct h n ¥ o a pro vn liTe rc^plntTrnm nti .itL^'i r i-twrtrlar 
IfAgheg- Ahan boolc, cori; j fhe, r nmtrar tnr ^nd tho Qovom mi^nt ffl a y , hy c ontrart nr . ov1fl1nnj . 
:asceeu3BflP t.h o uoo of a m e thod v£ piaciiig hdb^d upuu the Pair value o f thu j i iateri ^ 

attohHs tgruuiiuiit ohoiiU r iiwlud e Identlf le&tioi'i ' OX the tyi>og or Irinrin rrC mate r ials - 
involved aiid jjliuuld be made at the time tho oontraot io ont oi^ ed int o aixd piuvidud - 
jtoy" t b erein<> 

e« Reasonable charges arising from difference between periodic ph/sical 
inventory quantities and related loaterial control x^cords viU be include in 
arriving at the cost of materials i provided that such charges (1) do not include 
»*write**downs" of values, and (2) relate to the period of performance of the con- 
tracts All credits arising from differences between periodic pliysical inventory 
quantities and related material control records shall be taken into account* 

f • Ordinarily sales or transfer's of materials, services and stgpplies 
between plants, divisions, or organizations, under a common control^ shall be stated 
on the basis of cost to the transferor. In the case of aiiy item regularly manu^ 
f actured and sold by any such transferor throxigh commercial channels a departure 
from this cost basis is permissible, provided that the price charged to the con- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (2) the prices of other 
suppliers for the same or substantially similar items* 

1$-20U#22 ORQANIZATION EXPENSES * This item consists of esqpenditures in connection 
with organization or reorganization of^a business # Examples of such costs are in- 
corporation fee, attorneys fee^^fees to prcHAoters and organizers and costs of 
raising capital* These costs are unallowable* (See paragraph 15-20U#16)* 
l$-20ii*23 OTHER BUSINESS EXPENSES * Included in this item are such recurring ex- 
penses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings^ proxy 
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solicitations, preparation and publication of reports to shareholders, preparation 
and submission of required reports and forms to taxing and other regulatory bodies 
and incidental costs of directors and camnittee meetings. The abo^e and similar 
costs are allowable when allocated on an equitable basis to all classes of work, 

l$"20U.2lt OmTIME. EXTRA PAY SHIFT AMD MULTI«SHIFT PBEMIOMS * 

V' ■ r. "-"J^s item con^^ 

. . .. ytra pay shift :and mlA^^i^-hi^rr,:..^^:.^^ 
• Such premiums .on dir cqt, labor =in^ be classiael as' 

either du-ect or ihdirect.'lator..'Q 


\ 


of suoh premlms should be separately Identlf ied* 
V?hea direct labor eost is the base If or distribution 
of overhead, such premluras shall nJt be included 
therein* Cost of such premiums on direct labor are 
allowable only to the extent expressly provided for 
in the contract or othenirise authorited by the 
Government • Cost of such premiiims for indirect labor 
is allowable without prior approval, if reasonable, 
and the cost is allocated on a, pro rata basis to com- 
mercial as well as Government work. See ASPR 12-102 
for further information concerning the policy regarding 
such authorisation* The amount of such prejnium cost 
charged on Govemront contracts shail be equitable in 
relation to the amount of such premium costs charged 
on non^Government work being concurrently performed 
in the Contractor's plant and the factors which neces- 
sitate the incurrence of the cost*" 



15^224^.,|^TO EXPENSES.. iteft relates to su^^hiexpenses 

,js costs lead^»g . to the issuakoe bt patents; o6sts' r^i^u!?^?" 
/ ;f^?^ *^^-^^ 'P^ioos^ 

/ • Sf'^-TJ! f^y^^^f^^^ ««^^66ntrao^^ Of ^^^ohiag 

^ - "'^'"^ invention di'solosures , fend' df nr'eparLg 

S • -^Su^J^ °£ P^eparihg assignment: a&d^'bth^^ lapers 

in connection with the" filing of a" patent application by the- v 
. Gojernment^and any otherSjuoh dbsts are. %lloirable7 u^^^tbe. 
written authori,atioti.pf>the 6*6nt?a?^tine•,offi6^W• -^'^ " 
oi research and development work is treated in 15-304,34. 
, ^See . also ; paragraph:; 16-8644.56) :.. . r-r] • ' 
I w« «.« -ww».-»^ »^vttM«M'~ contract "~ijfoaaci>B u*- 


1 
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cesses is allowable^ The cost^^^^^aring disclosures and other reports as 
required by the contractjnd of preparihg^signment and other papers in connection 
with the f iling^5*^ipatent application by orf5^44JeJ3ovarnment, and axy expenses 
incident J ; o patontc Incui ' i ' ed uuui Uie M A' it Lu n i iuthQiAaaM^ .iq ^ » .H ^^,ju^ 
^floori < u fe-^a 3.oirable# AH- oth e r pat 
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tgigllDwaMie-.nnlBW otherwis e pr o vided in tho contyaot i - Tho coal of r u ^uai ' ch ai< d 
,^d0ye3:OIgrent^-» ^ t e patents i s troated in eubpapacraph lS - gOl4#3U* 

1S-20U>26 PENSION PLANS . 

a# A pensicm plan as used herein is a plan vhieh is established and 
maintained by a contractor primarily to provide ^stematically for the payment of 
definitely determinable benefits to his employees over a period of years^ usually 
for lif sj after retirement. Such a plan may include disability^ withdrawal^ in- 
surance or survivorship benefits incidental and directly related to the pmsion 
benefits* Such benefits generally are measured fay^ and based on, such factors as 
years of service and compensation received by the mployees* The determination of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely detexminable if funds 
arising from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by the en^loyer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirment or over a 
period of years after retlremait will be considered a pension plan, if, under the 
plan, either the benefits payable to the employee or the required contributions 
by the contractor can be determined actuarially. (Aetirement plans which are based 
on profit-sharing shall be subject to paragraph I5*'20li«6e)« 

b. Pension plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to consideration by the 14Llitaxy 
Department} however, approval of the plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such plan by the Milltaiy Depart-* 
ment. Consideration of a plan and the method of detexmination of cost thereof will 
be the responsibility of the Department to which audit cognizance is assigned and 
the subsequrat action taken by that Department will generally be accepted by the 
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other Departments. Where pension and retirement plans of non-profit or other tax 
exempt organizations are not required to be reviewed and approved by the Internal 
Revenue Service, it wiU be the responsibility of the Department to which audit 
cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Militaiy Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non-prof it or tax exempt organi- 
zations), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess contribuUons nf nrmfinin thjihl to the 
extent such contributions are claimed and aUowed f 01^ tax purposes in the current 
taxable period. In eases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and allowed as 
contract costs* 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given .to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains wiU arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose employment will terminate 
before they acquire a vested right to the benefits purchased or funded by current 
costs. X«ien such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 
so that the current costs do, in fact, reflect the discount for the abnormal ter- 
mination credits or gains which are anticipated. However, most often such abnormal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the time of contracting because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, the Government's interest 
in such abnormal credits or gains will be preserved for retrospective evaluation 
: and accounting. If a contractor has but one or relatively few Government Contracts, 
an appropriate contractual provision nay be used to preserve the Government's in- 
terest ^ provide retrc^pective ifecoi&tii^Ih 4ther c^sesV where a con- , 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate contractual "side" 
agreement wiU be negotiated having appUcation to aU pension costs allowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that tern is defined in the agreement, arising by reason of a 
cutback or cessation of Government contract work. 

e. The allowability of cMts of lump sum purchases of annuities or of 
lump sum casir payments^made to 'provide pension benefits for retiring or retired 
en?>loyees other than incurred under approved pension plans will be s\ibject to 
consideration on an individual case basis* 

1$-20U.27 PLANT PROTECTION EXPENSES . This item includes the cost of wages, uni- 
forms and equipment of personnel engaged in plant protection, suppUes, depreciation 
on plant protection capital assets, ind necessary eaqjenses to conqjly with miUtary 
security requiranents. These costs are allowable. 

15-20U.28 PRECONTRACT COSTS . Precontract costs are those which «re incurred prior 
to the effective date of the contract and which would have been allowable thereunder 
if incurred after such date, Such costs will not be aUowed unless specifically 
set forth in the contract, and aiajf b g Id a iitod to a period of tim e ao w e ll as t o fc fag 
gtypg-an d am o unt o f uuuh e S&ta-f 
15-201^.29 PRQFESSIOMAL SERyiCES - LEGAL. ACCOUNTING, ENGINEERING AND OTHER . 

a. This item includes the cost of professional services rendered by 
the members of the particular profession separately engaged. These costs generally 
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raWLe vhea reasonable In relation to the services rendered and are not 
it upon recoveiy of the costs from the Government* 

Factors tp be considered (among others) in determining the allowa- 
: costs in a particular case arei (1) past pattern of such oostsj partic- 

1 the years prior to the award of Government ccmtracts; (2) the impact of 
it contracts on the contractor's business; (3) the nature and scope of 

iX s^^ces expected of the contractor* a own organisation; and whether 
le proportion of Government work to the contractor's total business Is 
so influence the contractor in favor of incurring the cost, particularly 
3 services rendered are not of a continuing nature and have little rela«- 
to work under Government contracts • Retainer fees to be allowable jnust 

lably supported by evidence of services rendered* 

c* The costs of leigscl, aodounting and consulting servioes 
and relatpd expenses inoxarred in/opnneotj;cm;;W and 
tebrganization, defense of anti- trust s^its> p^^^ prosecution | 
' Of claims against th^ Government, are/ 1^ costs of | 

l«gai; accounting, and iconsxilti^ serH expenses | 

incurred in oonnection with patent inf ringeiiient litigation are 
unallowable \inless otheinvise proTided in, /the oon.tract» 

2 PROFITS AND LOSSES ON DISPOSITION (3F PLANT, EQUIPMENT OR OTHER CAPITAL 
Included herein are gains or losses of any nature arising from the sale or 
ef plsnt^ equipment^ or other capital assetsi including sale or exchange 

r short or long term investments • Profits or losses on sale or exchange 
al assrts^ including investments^ will be excluded in computing cmtraet 

1 RECONVERSION EXPENSES ♦ Reconversion expenses are those incurred in the 
ion of the contractor's facilities to approximately the same plqrsical 
ent and condition existing immediately prior to ecmmencement of the mHi*^ 
tract work and include the cost of removal of Government property* Recon- 
expenses are not allowable except that the cost of removing Government 
and the restoration costs ca\2S«l \v such removal are allowable if spscif i«» 
ovided f or in the contracts 
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15-20U#32 RECROITINO BXPENSE t This item includes the costs of «help wanted" adver- 
tising and the operating costs of an employment office necessary to secure and 
maintain an adequate labor, force# It further includes the costs of operating an 
eduoffbional -and aptitud^ testing program, travel e^qpenses of emplqjrees while engaged 
in recruiting perscnnaL, and travel expenses of applicants for interviews for pro- 
spective employment* These costs are allowable* Where the c<»tractor uses private 
employment agencies, costs not in excess of standard commercial rates for such 
services are also allowable* Costs of special benefits or emoluments offered to 
prospective employees beyond the standard practices in the industry are not allowable* 
l$-*20li*33 RENTALS OF PIANT AND EQUIPMENT t (Including sale and leaseback of facili- 
ties*) This item includes expenses for (1) use of land, buildings, and equipment 
or other personal property, and (2) rental expenses under sale and lease-back 
agreements incurred by contractors through sale of plant facilities to investment 
organizations (such as insurance companies) or to private investors and concurrenily 
leasing back the same facilities* 

a* Rentals of plant and equipment under (1) above are allowable if the 
rates are reasonable in light of the type, condition and value of the facilities 
leased, options available hxA other provisions^ of t he rez^tal agreement* ^ 

\/d*^ Rentals specif ied^in sale and lease-back agreements under (2) above 
are allowable only to the extent that such rentals do not exceed normal costs (such 


QLo not exceeon costs 


as depreciation,-" taxes, insurance and maintenance expenses) wmch would have been 
incurred had the contractor retained legal title to the facilities* 
1$-20U*3U RESEARCH AND DEVELOPMENT * Research and development expenses (sometimes 
referred to as general engineering es^enses) for the purpose of contract costing 
are divided into two major categories, namely s 

a* General research, also referred to as basic research, fundamental 
research, pure research and blue^sky research* 
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Related reseaz^h or development > also referred to as applied researoh^ 
produot research and product line research* ^^^^^^ 

^'^^i^) General researoh is that type Of research whiqh 
is directed towards increase of knowledge in soienoe.' It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. IThe 
cost of Independent General Researoh (that which is not 
sponsored by a contract or grant or pther arrangement) 
shall be allowed to the e^ctent specif ioally provided in 
the contract* ' 


\ 



will-«e 
other t 

(B) Generally, the contractor shall be required 
to disclose to the Government the p\ir poses and results 
of such Independent general research* 


in sp^io^iaiiy/providi be given 

I - to "the "'iPollavrtng'iPactors^ ^tlibrs-:|-;- f ^-"^ 

1 ai ' Sbppe, nature and jjjua^ • 

. ■ general ..researcli^ program* l^^;' '._ ^..v-.;: ■ • » J ^■ ' - ' 

' The capability of the' cbi^^^^ in the partioular res^ 

field* 

c* Benefits which may accrue to the Ck^v^r * 
* ** d* Ccmpar ispn of " si ze flu^ .of /Opntract^ P?eVioHS ryears * 

\- ' ' ' ' research programs*-,- ^ ^:v' :-,.;v.y^. r^;:r:^>{' ^^^•^r ' 

' e • The proportion of -the igoyernment ■))\isi33asr » *o the roont^ractor * s 

• - \ . ^t6tal■.b\wine8s*'* /' /-r^-'V; '". V-.;; '■^■•^ • - 
development (that which is not censored a Contract or grant or ii/^^e^ierwloe 
r^aintoggeo t^ may^ if allocated on the basis of all productlonj be 

allowed as a cost under any cost type production contract if the research la 3re« 
lated to the contract induct or produot line* No portion of such research will be 
allowable under cost^-type research and development contracts* 

c* Independent reseasrch projects will absorb their appropriate share of 
the indirect expenses of the department where the research work Is performed* 

i d V ' ^ — "^-^ — ^^nt«. regardless of the nature^ which )rere 

« « pre-oontraot pogte t%;a5rapli'W-204.28).'' 


"15^804.35 ■B|||,T.TtT?fl ^yM. COSTS •.¥6R VsE^ T^A^TKWTH . 


Th%B Item covers amounts paid or payable foe, :the right to use 
patents or; iiiventi(totf. ^>Wh6re t^e We^f subh a patent or 
invention, is neoeB^ftry -fbr the propeir pdrforiAatioe of the con- 
tract and where ths ^^vernm^nt'ldbes not already have a license 
or other right to use such a patent or invention, the royalties, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to contract products or prooosses are 
•il^lrtble to the extent expr essly p rotrlded for elsewhe re In t he 
ritrftct~< 


/ 


contrector otherwise authorised by the eontracting officer*' 
Chaiiges for the use of patents j idiere the Government has a ✓ t^ 
license or the ri^t to free use of the patent are unallomble* (J^^<^ 
Charges for the use of patents ifher6 a patent has been adjudi- ^ 
J cated to be invalid are unallowable unless othemise provided I 
pro^ 'in the omtraet. (BOTOj This l^ovisloii/ lipM reoonsldex^tlm by - I 

the iiSPR Committee, «aa changed from the manner in which it is / 
offiv shown in the minutes of the 6 Dec* 1955 meeting (which 4«i correct) 

to the form ihown above* ) 
l5^20U*jo QjattviiijBi Awu iwDXAiaLiaxiuii iiJiJraitoao t 4cu.b . ?rr- 

vicing the product installationi and traininifSBrsonnel in the use^ maintenance and 

operation of the product* Such costs are allowable* 

l$^»20Uo37 SEyEEtANCE PAT * Severance payi also commonly referred to as dismissal 
wages J is a paymmit in addition to regular salaries and vages^ by contractors to 
workers whose employment is being terminated* 

The cost of severance pay is allowable only to the extait that^ in each 
case, it is required by (1) law, (2) en^Ioyer-employee agreements, (3) established 
poliqy that constitutes, in effect, an implicit agreement on the contractor's paz^^ 
or (U) the circumstances of the particular employment* 

For contract costing purposes severance pay is divided into two cate«» 
gorLes as follows s 

a* Mormal Turnover Severance Pay * The cost of severance p^ments is 
allowable and must be allocated to all classes of work being perfomed in the 
contractor's plant at the time of paymmt* However, where the contractor provides 
for accrual of pay for normal severanoes such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period* 

b* Mass Severance Pay * The cost of abnomal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
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continuing employmant on other work of tbo contractor is allcwable* The amount 
allowable shall be detemdneci by assigning the total cost of actual mass severance 
payments to the entire period of employment with the contractor and equitably appor* 
tioning such cost to all business of the contractor perfomed during that period* 
A reservation in the final release of claims (See ASFR 7^203. k) may be 
uade in the case of conqpleted cost-reimbursement type contracts when it is reason- 
able to assume that severance pay allocable to the contract will be made in the ^ 
future. z/^^'^':^^^ 



1$-20U#38 SPECIAL TOOLINQ , The term ^'special tooling^means property such 
Specialised nature that its uae^ without substantial modification or alterationi is 
limited to the production of the particular siy>plies or to the performance of the 
particular services for which acquired or furnished. It includes^ but is not 
limited to^ JigSj diesj fixtures, molds, pattez7», special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
its usefulness is limited to government contracts, is allowable and will be charged 
directly to the government contracts. When such special tooling is acquired it 
shall be subject to the provisions of the contract clause set forth in ASPR 13-503 
entitled, ^'Government Property 

l5-20i4.39 TAXES. Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
coilftractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxes; (2) taxes in connection with financing, refinancing 
or refunding operations (see paragraph lS-20l;.l6)} (3) taxes from which exemptions 
- are available to the contractor directly or available to the contractor based on 
an exrapUon afforded the Qovemment; and (U) special assessments on land which 

represent capital iiqprovements. 

axeept %4ien the contracting 
officer daterainee that tte 

^ • adminietratim burden incident 

to obtaining the exemption 
otttweighs the oorrespondi^g 
benefits accruing to the 
Qovomcmfc 


1528 

hm Taxes otherwise allowabXe under a* above> but which may be illegally 
or erroneously assessed may be allowed as a cost of woiic performed, provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes j (2) agrees to comply with such 
instructions; and (3) if so directed by the contracting officer also agrees to take 
all necessaiy action in cooperation with and for the benefit of the Qoverxment, to 
detenoine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon* Interest and penalties incurr 
by a contractor by reason of the nonpayment of any tax at the direction of the con-* 
tracting officer, shall be allowable as a cost* Reasonable expenses of any pro- 
ceeding instituted by the contractor at the direction of the contracting officer 
to deteitnine the legality of such an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Goverment, ehall also be 
allowable as costs • 

c* Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties* If at the time the refund is received the con- 
tractor, no defense contracts are being perf omed, the amotmt otherwise to be 
credited to contract costs shall be paid directly to the Government* 
l$-20UoU0 TRADEt BUSINESS^ TBCHNICAt AND PROFESSIONAL ACTIVITIES * 

a* Memberships * This item includes costs of membership in trade, busi«» 
ness, technical and professional organisations and such costs are allowable* 

b* Subscriptions * This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals* Such coets are allowable* 

c* Meetings and Conferences * Expenses representing the piirchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose of the incurrence of such escpenses is the dis- 
semination of technical inf ormatim or the stimulation of production, are allowable* 
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lS^2Qh.k3L miNINa EKPEKSES > 

a« This item Includes the costs of preparing and maintaining a program 
of instruction designed to increase the pver-all effectiveness of employees • In- 
cluded are the costs of the director of training and staff , training materials 
and text books when the training program is controlled by the contractor, and tui- 
tion^ fees, training materials and text books when the trainizxg is in educational 
institutions* 

b. Such costs which are limited to on the job training are allowable 
when properly allocated* 

c. Costs of training in educational institutions are not allowable, 
except, to the extent specifically provided in the contract* 

lB^20k^h2 TRANSPORTATION EXPENSES > Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered* 

When such costs can readily be identified with the ttms involved, they 
may be direct costed or added to the cost of such items* (See paragraph 15*20U*21) 
Where identification with the materials received cannot readily be made, inbound 
transportation expense may be charged to the appropriate indirect expense accounts, 
provided the contractor follows a consistent prpcedtire^in this respect* Outbound 
freight, if reimbursable under the tems of the contract, should be treated as 
direct charges* 

l$-«20U*ii3 TRAVEL EXPENSES * This includes costs of transportation, lodging, sub^ 
sistence and incidental expenses incurred contractor personnel in a travel 
status while on official company business* 

a* Travel expenses incurred in the nomal course of over-all adminis- 
traticni of the business and applicable to the entire business aJre allowable when 
properly allocated* ^ ^ 
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b« Travel expenses directly attributable to contract performance my 
be charged to the contract in accordance with the principle of direct costing* 

c« Subsistence and lodging including tips or similar incidental ex-* 
penses may be reimbursed either on an actual or per diem basis* The basis selected 
should be consistently followed* 

d« Entertainment expenses are not allowable* 

e# Costs of personnel movement of a special or mass nature are allow- 
able only when authorized or approved in writing by the Contracting Officer* 


ASPR Case S3-hh 
8/15/56 

15-20U.2 (aa) Trainiiic a nd Educa tional Costs > (l) Costs of 
preparation and maintenance of a prograin of instruction at non- 
college level, designed to increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, 
salaries or warjes of trainees during re£,-ular working hours, and 

(i) salaries of the director of training and staff 
\>rhen the training program is conducted by the 
contractor; or 

(ii) tviition and fees when the training is in an 
institution not operated by the contractor^ 

are allowable. 

(2) Costs oi part-time technical, enr-ineerin^; cjid scientific 
education, at an under- (graduate or post-:jraduate college level, 
related to the job requirenents of bona fide employees, including 
only. 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational instj.t^^tion; 
(iv) sti'-aisht-time com^Densation of each employee for 

time spent attending classes during working hours 
not in excess of 156 hours per -/ear vrhere circum- 
stances do not permit the operation of classes or 
attendcjice at classes after regular workin;- hours; 
and 


ASPR Case 53-UU 
8/15/56 


(v) (A) tuition charged by the educational institution^; or 
(B) in lieu of tuition, instructors' salaries and 

the related share of indirect cost of the educa- 
tional institution, to the extent that the sum 
thereof is not in e::cess of the tuition i^hich 
would have been i^aid to the participating 
educational institution; 

are allowable. 

(3) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection 
with full-time scientific and engineering educar.ion at a post- 
graduate (but not under-graduate ) college level related to the job 
require.-iients of bona fide e:niployees for a total period not to 
eicceed one school year for each errployee so trained, are alloTjable. 
In uiiusual cases where required by riilitarj'^ teclinolo^y, the period 
may be e:-:t ended, 

(li) Maintenance ex-i^ense, and nor^^^al depreciation or fair 
rental, on facilities OTTiied or leased b:f the contractor for training 
purposes are allowable to the e:ctent set forth in (k), (c) and (t) 
above;, respectively. 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or 
fellowships, are considered contributions (see ASPR l5-20U.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Conunercial Organizations 


15-200 Scope of Part , This Part sets forth principles and standards for the 
detennination and allowance of costs in connection with cost- reimbursement 
type contracts and cost-^'eimbursement type subcontracts thereunder for pro- 
curement of supplies, services, and research and development woik, with con- 
tractors or subcontractors other than such contracts and subcontracts to 
which rarts 3, Or 7 apply. 

1$-201 Basic Considerations # 

l$-201el Composition of Total Cost ^ The total cost of a cost-reimbursement 
type contract is (i; the allowable direct costs, plus (ii) the allocable por- 
tion of allowable indirect costs, less (iii) any applicable credits • 

15-201,2 Factors Affecting Allowability of Costs , Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) sig- 
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items* 

1$-201,3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to ary allowed cost shall be credited to the Government either as a reduction 
in contract cost or a cash refund, as appropriate, 

15-202 Direct Costs # 

15-202 >>1 General , Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly to 
the contract or other work, with which identified. This principle may be 
applied to items of cost, such as freight, travel^ cc»nmunications, and en** 
gineering services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor Izems would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs, . 
may be treated as indirect costs • Each element of direct cost is subject to 
the limitations of this Part as to allowability, 

15-202,2 Direct Material Costs , Direct idaterial costs include the cost of raw 
materials, purchased items, and items supplied from stock, which iare directly 
incorporated into or attached to the end prodi:ct or which are directly con- 
sumed or expended in the performance of a contract. 

15-202 o3 Direct Labor Costs > Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 


Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

lg-202>U Other Direct Costs ^ Other it^ns of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the perfonnance of the contracts When, 
however, it«ns ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar itans applicable only 
to other work of the contractor m\iet be eliminated f rem indirect costs allocated 
to the Government contract* 

15*203 Indirect Costs * 

1$-203>1 General * (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the limitations of this Part as to allowability* 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 

a method which will distribute the indirect ^costs in an equitable manner. The 
method used in connection with Goverment contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work tinder the contract and other work of the contrac- 
tor j or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset in^rovement 
programs, the inventories, the volume of sales, the 
volxime of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203 #2 through 
15-203.5* 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incixrred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but nonaally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. < 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufac- 
turing and production costs consist of items of cost which are attributable 
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to the maniifactiHing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equity* Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclxisive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in detemining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

l$-203*3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, esqperimental 
development, manufactxuring and production developraent, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASPR 15-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pey shift, and multi-shift work), or some other 
equitable basis. 

1$-203>U Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U#2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consu]l.ting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is dejmonstrated. Such costs shall be allocated to the 
contractor's commercsial work and its individ'icl Government contracts on an 
equitable basis. Because of the special prcbiems that arrlse in this area, the 
contractor should idcntiiy in its records, by moans of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work af 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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•'■■i±v^ oast of f,., canpletedj 
(r) cost of salesj and 

(vi) sales (where no more satisfactoiy method is available). 
i^I^ Principles and Standards for Selected Items of Cost . 

^^T^Qj^'^ General, Applications of the above basic cost principles and stands 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all Items, whether cr not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, 
where appropriate, the treatment of similar or related items, . 

15-201^.2 Costs Allowable, in Whole or in Part . 

(a) Advertiging Costs . Advertising costs include the cost of ad- 
vertising media and corollary administrative costs. Advertising media include 
magazines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertising, dealer cards and window displays, conventions, 
exhibits, free goods aid samples, and sales literature. The following adver- 
tising costs are allowable: 

(i) advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed in journals which are valuable for 
the dissemination of technical information within the con- 
tractor's Indus tiyj and 

(ii) help wanted advertising, as set fo*rth in (t) below. 
All other advertising costs are unal.owable« 

(b) Bidding Costs . Biddiig costs are the costs of preparing bids 
or proposals on potential Government and non-Government contracts or projects, 
including the development of engineeiing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsucc«ssful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no biddiig costs of past accounting periods shall 
be allocable in the current period io the Government contract j however, the 
contractor's established practice miy be to treat bidding costs by some 
ather recognized method. Regardles; of the method used, the results obtained 
may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defaise costs are those incxurred 

in planning for, and the protection of life and pnoperty against, the possible 
effects of enemy attack. Heasonablj cost* of civil defense measures (in- 
cluding costs in excess of normal jLant pFctection costs, first-aid training 
and supplies, fire fighting tradLniri and equipment, posting of additioMl 


exit notices and directions > and other approved civil defense measures) under- 
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the contractor* Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f ) belowe Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowable. (See (e) below). 

(d) Compensation for Personal Services . (1) Compensation is 
allowable siibject to the specific limitations set forth hereunder. The term 
"compensation" includes all amounts paid or set aside, such as pension, re- 
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here- 
under, the total compensation of an individual may be questioned and the 
amo\mt allowed may be limited j and in connection therewith, consideration 
will be given to the relation of the total compensation to the searvices 
rendered. Compensation to sole proprietors or partners, ho^rever, is allowable 
only to the extent specif ically provided for in the contract. 

(2) Generally, the amount of compensation established by the 
contractor will be considered commensurate with the services rendered. How- 
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

, committed to acquire a substantial financial interest in the contractor's 
organization J or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government contracts when related to 
the contractor's total business is such as to influence the amount of com- 
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted, to employees is not allowable as an item of cost. 

(k) Subject to the provisions of (5) below, bonuses to em- 
ployees, such as production incentives and suggestion or safety awards, rep- 
resent a part of their total compensation and are allowable when appropriately 
allocated, if they are: 

(i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services are rendered or pursuant to an established 
plan consistently followed by the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for ciirrent services actually rendered by 
employees. 


(iv) Available to all employees of the contractor or to 
all employees vithin a group or salaiy classifica- 
tion which is not unreasonably restricted. , 

(v) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes • 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be aiy 
plan (immediate or deferred-regardless of method of 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit* 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (h) above* 

(B) Eknployer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenae^Service# 

(6) Stock Bonus Plans * Stock bonuses which are not disallowed 
hy the provisif^ns of (5) above are acceptable as a f om of compensation, and 
the costs thereof are allowable subject to all conditions pertinent iinder sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calcxilating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
anus-length agreement and the values ascribed to such 
stock are fair and reasonable* 
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(iv) Claims for accruals of compensation iinder a stock 
bonus arrangement prior to acquisition of stock by- 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees. 

(7) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premixjms 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively. 

(e) Contribntions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
commiinity and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past ccxitributions, particularly those made prior to the 
placing of Government contracts© The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justiiy allowability as a contract cost. 

(f ) Depreciation ^ (1) Depreciation is a charge to ctirrent opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not jjivolve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 19Sh); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a properly cost basis which could have been used 

the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of inccme tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 16? of the Internal 
Revenue Code of 195h^ 

7 


Depreciation shotild usually be allocated to the contract and other woric as 
an indirect cost# The amount of depreciation allowed in any accounting 
period may, consistent id.th the basic objectives set forth in (1) above, 
vaiy with volume of production or use of multi-shift operations* 

(3) Where a contractor has received a deteimination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility* 
Vftiere an election is made to use nomal depreciation, the amount thereof 
shall be computed in accordance with (2) above* Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the anergency period (5 years), 

shall be computed in accordance with the deteimina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (ii) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation*" 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production* 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fuUy de- 
preciated on the contractor's books or acquired without cost* Use charges 
for assets not fully depreciated on the contractor's books are unallowable* 

(g) Employee Morale, Health, and Welfare Costs and Credits * 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable* Such costs shall be eqiaitably allocated to all work of the 
contractor o Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations* 
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W Food Servi ce Costs and Credits . Food services include 
Wh iSf.^ furnishing facilities for cafeterias, dining rooms, canteem^^ 

'Z^'^"^/*''^"®^* ^^^^ ^yP^s °^ services for the co^ 
tractor's employees at the contractor's facilities or facilities controlled ^ 
ly the contractor. Profits (except profits irrevocably set over to an - 
employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the anployees at the site or sites of contract 
performance) accruing to the contractor from the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
treated as a credit, and allocated, to all activities served. Reasonable 
xosses frm operation of such services are allowable when it is the policy 
Of the contractor to operate such services at a profit or at cost: provided, 
however, that such losses are aUocated to all activities served. When it 
is rne polipy of the contractor to furnish such services at a loss, losses 
on such operation shall not be allowed as a cost unless specifically pro- 
vided for m the contract, ir f 

« .J ^ J^L ^J^i"ge Benefits. Fringe benefits are allowances and services 
provided by the contractor to its emplcyees as compensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holid^s, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, emplcyer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
(o) and (x) below), vj/w/x /, 
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( j) Insurance and Indemnification, 


(1) Insurance includes (i) those types of insurance irtiich the con- 
tractor is required to carry \inder the tenns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not con5)ensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the perf onnance of the con- 
tract, are allowable subject to the following Ijbnitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part J 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are imallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(k) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are \inallowable . 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactoiy rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs ^ 


(1) Costs, necessary for the upkeep of property (including Govemment 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life , but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U,3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. LikeTJise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract, 

(m) Manufacturijig and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and ii!5>rove- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below^ In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash disco\ants was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is pxirchased specifically for and identifiable solely 
with perforraance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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of pricii^ s^L^SSii^s^aco^^^^ generaUy recoenized method 

and'the Jfsults ^tSS are iSabil. ''''^"^ Qonsistently. applied 

perlodic^pLSSrSiLS^^^^^^^ * dliYerence between 

be includS SrSSf arthi^ii^^J and related material control records shall 

(i).do not iSlS:Trft:!dJSnsS° ^ Z^H^f'Tr ^elT^cl^ 

period of performance of the contract. ^a^^e, and (ii) relate to the 

divisionif ^or^o^ga^z^tloS^'u^L^ T transferred between plants, 

the extent under common control, shall be aUowable only ti 

(i) the cost to the transferor; or 

for ^r;"^^^^°r:^ ^fl^^ P^ice to its most favored customer 
for the same xtem in like quantity; or 

^ Overtime. Extra-P av Shift, and Multi-Shift Pr«n-5«n,e tk« 
overt ime, extra.pav shift ant^ n»7i + . Vhs ^f^^ .- premium portion 

approved by the Government and may be classified H S°''^'^f'=* otherwise 

WtSie"?^-:L^^^^^^^^ ^^rt-ss:.n.^ 

non-?oieSJ;:nrvS being P^r""- -«ts allocated to 

(ii) the factors which ntc ess i?aS S^ ?^c1^Se VSe'^o^r^'^j:" P'^* 
portion of overtime, extra-cav shif t 1^+? Premium 

employees is allowablef S ?2soS^^e,^d^ iSS^^JT'"'' *° 

commercial as well as Government wrk! ^°°ated on a pro rata basis to 
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patent costs! ta™nSft?J^^Jh «?f P"P«l«e a«i any other 

is convene, io t.:°ss:^si.ri»*'»!' Koi?f.°si;,"£sL!r 

(q) Pension Plans . 

contractor^^iSSSrtf So^c^! ''^J-^ J? estabUshed and maintained by a 
deteminaSir^Mms systematicaUy for the payment of definitely 

afterj^tir!m«n? c I ? employees over a period of years, usually for life 
oTs^SJo^sl^S ienSx^^'i^c^ disability, ithdrLal, iSu^Sci^'' 

provide benefits for employees or their benefirslr.^^ A pian designed to 

or over a period of yea?s SSr Lt?^i^o r u *° P*^"^ "^^^ retirement 

within this pSa^apM,).)f^ ' ^ '"^^'^'^ *» *• Pension plans 

the -th^l^?reu»?^^^^n'o^?s?'::Ss°L?eS'ss^H°^.^ »^ 

(i) contractors nho are subject to Federal income tax, and 

(U) no^rofit or tax-exempt contractors *o have submitted 
their plans for approval by Internal Revenue Service; 

the case of all other olaS Sm^l?L=^1^?h'^Jf V!t "•P^*"* concerned. In 
Section to Of the SteiSS's^vS^^L o1 WsS ISSMS "'^^tJ'^i' °' 

rts^s^::^ .wr^^f^o^s -Lr 
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(i) the reHuirements of ASPR 1$-201.2 shaU be satisfied; 

(ii) such costs, including excess contributions (see Section 
i;OU(a)(l)(D) of the Internal Revenue Code of 1951i), shall 
^ not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and vtilcti — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-^erapt organizations, could 
have been disallowed for tax purposes had such organizations 
uoen subject to the payment of income tax; and 

(iv) in detewiining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or (B) 
below, to possible lliture abnormal termination credits or gains 
which may arise with respect to indiTJiduals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment wUl terminate before they acquire a vested right to 
the benefits under such plans 

(A) when such abnomal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such antir^ipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable ~ 

(l) cannot be currently eiraluated with reasonable 
aociiracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs ino\irred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent teriination credits or 
gains unless the Goverrment and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor* 

(4) The allowability of costs of Iximp sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs * Costs of items such as v/ages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary e xpenses to comply with military . . 
security requirements are allowable* 

( s ) Professional Service Costs «^ Legal, Accounting, Engineering, and 
Other o 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204o3(f ) )• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(1) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 
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(iv) whether the proportion of Government work to the oon-- 

tractor*s total business is such as to influence the con- 
tractor in favor of iicurring the oost^ particularly where 
the services rendered are not a continuing natvire and 
have little relationship to work \mder Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(S) Costs of legal, accounting, and consulting services, end related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs > Costs of "help wanted'' advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
TOiere the contractor uses employment agencies, costs not in excess of standards 
commercial rates for such services are also allowable* Costs of special benefits 
or emolments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) > 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors • . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under ccanmon control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(5) Unless otherwise specifically provided In the contract, rental 
costs specified in sale and leaseback agreements, incxirred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been Incurred had the contractor retained legal 
title to the facilities* 

(v) Research and Development Costs * 

(1) Research and development costs (sometimes referred to as general 
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engineering oosts) are divided into two major oategories^ for the purpose of 
oontraot costing: (i) general research^ also referred to as basic research^ 
fxxQdamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
toward increase of knowledge in science* In such research, the primary aim of 
the investigator is a fuller knowledge or understanding of the subject \mder 
study, rather than a pii^aotioal apj^lication thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract* 

(3) Related research Is that type of research which is directed toward 
practical application of science* Development is the cystematio use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusive of design, manufacturing, and proJuction engineering 
(see (m) above) • CoEtd of a oonri actor ~s Indepandent re?.at3d rep^aarch and 
development (that which is not 6\:onsor6d Tjy a contraoi, great, or other ari'ange* 
ment) are allowable imder c^ny cost«»reimbUi:sement typs production contract; pro* > 
vided the research and developcent are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development* Such costs are 
unallowable un'?er cort-reinbiirsement typv research e.ri dsvelopaent contracts* 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed* 

(6) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l&»204*3(k))« 

(w) Royalties and Other Costs for Use of Patents * Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable* 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wagec:, by contractors to 
workers whose employment is being terminated* Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 

17 


(2) 


Cos'*:a of sevoranoe pe-yiaent* ara divid^Jd Ixsbo two oategories as 


(i) aotufj normal turnover severance payinents shall be 
allocated to all v;ork performed in tha contractor's 
plant; or, where tho contractor provides for a^oiual 
of pay for normal sevarejioe such method w?.ll be 
acceptabla if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a r©present?/cive past period, and if amounts accrued 
a?^e allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contractor 
s' all bo assigned to the :;ntire pericl of the enplojinent 
oi" the teniilnated employeas and equi'ba^'^ly fc.l\coated to 
all work performed the contractor's pl^»nt during that 
period, A reservation in the final release may be made 
\7hea it is reasonable to assume that severance pay allocable 
to the contract will bs made in the future. 

Special Tooling Costa ^ Tha t.^rm "special -oollng** means property of 
sucii specialized nature thac its use, without cubexontial modification or altera- 
tion, is limited to the produoxion of the particular supvliee or the performance 
of the particular g^ervioes for which aoq'*iired or furnished© It include*?, but 
is not limited to, jigs, dies, fix-bures, molds, patterns, special taps, special 
gaugea^, and tpeciai test eq;>ipiia©nt* Costs of spscial tooling acquired for 
perfonriance of the contract ara allo^/able and shall be charged directly thereto. 

(z) Taxes > 

(l) Taxes are charges levied by Federal, State j. or local goverrunents# 
They do net 5jaclude fine?^ a:id penalties e^icept as cthenrise provided herein* 
In genaral, taxes (including State and local income taxes) which the contractor 
iff required to. pey end which are paid or accruec. in accordance with generally 

t.' ;r '-?d *r.- .-^ov-i-j-.t'np; principles are allowable, except for: 

(i) Federal income? &r»d excess profits taxes: 

(ii) taxes in comiaotion with financing, refinanoiiig -^r refiaading 
operations (seo ASPS 15-204.5(f ))^ 

(iii) ta;;es from which sxemptiojis are available to tho contractor 
directly or available to the contractor based on an eicemption 
afforded the CrOTorrment except when the contracting officer 
determines that the adminifitrative burden incident to ob* 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on, land which represent capital im- 
provements o 

(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(a) determine the legality of such assessment or, (B) secure 
a refund of such taxes o 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are als© allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbizrsed by the 
Government for the taxes, interest, and penalties* 

i^^) Trade, Business, Technical, and Professional Activity CostSo 

(1) Memberships o Costs of membership in trade, business, technical, 
and professional organisations are allcwable* 

(2) Subscriptions o Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(2) Meetings and Conferences o Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowableo 

(bb) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, desigred to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(it) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allcmrable» 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the 30b require- 
ments of bona fide employees, including only: 

(1) training materials; 

(ii) textbooks; 

(ill) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indirect cost of the educational Institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutl'on|a.Bnd 

(v) straight-time compensation of each employee for time spent 
attending classes d\aring working hours not in exoess of 
156 hours per year where circumstances do not permit the 
operation of classes or attendance at classes after 
regular working hours; 

are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for each employee so trained, are 
allcjwable* In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectivelyo 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs ♦ Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchaised, in process, 
or delivered* ^%en such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above)* ^ere identification with the materials 
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received oannot readily be madej inbound transportation costs may be charged to 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect* Outbound freight, if reinbOTsable omder 
the terms of the contract p should be treated as a direct cost# 

(dd) Travel Costs o 

(1) Travel costs include costs of tremsportaticnj lodging j subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official compcuiy business o 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business end applicable to the entire business are allowable© 
Such costs shall be equitably allocated to all work of the contractor • 
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(3) Subsistence and lodging, indxiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio::: o d# 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General » 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders* meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and foniis to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
eqxiitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-20U.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

r 

(i) ASPR l5-20U.3(e) 
(ii) ASPR l5-20U.3(i) 
(HI) ASPR l?-20U.3(k) 

15-20U^3 Unallowable CostS o . 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs., and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of ifdiich cannot be foretold 
Tri.th certainty as to time, intensity, or even with an assxrrance of their 
happening, ai-e unallowable. (For self -insurance programs, see ASPR 
l5-20U.2(j)), 

(c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-.20U.2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are \mallowable except when incurred as a result of compliance 

with specific provisions of the contract, or ins time tions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20ii.2(z) (but see ASPR 
l5-20U.2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income \inder 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejqpenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raiding capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation). 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property* Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General * 

(1) In addition, certain costs discussed in ASPR 15-20U.2 are 
stated to be unallowable. See for examples 

(i) Advertising Costs, ASPR l5-20li*2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15^20U.2(d)(3) 

(iii) Depraeiation, ASPR l5-20ii.2(f and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accoiinting, Engineering, 
and Other, ASPR l5-20li*2(s)(3), first sentence; 

(v) Recru5.ting Costs, ASPR l5-20ii*2(t), last sentence; 

Cvi) Royalties and Other Costs for Use of Patents, ASPR l5- 
20l4.»2(w), both provisos; and 

(vii) Taxes, ASPR l5-20li.2(z)(l)(i) through (±7). 

(2) Certain other costs discussed in ASPR l5-20U»2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR l5-20U.2(f first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i[.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (ii); 

{iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
- ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-20U.2(p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20li.2(s)(3), last sentence; 

(viU) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20U.2(tt)(3)j 

(ix) Royalties and Other Costs for Use of Patents, ASPR iS- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2)} and 
(xi) Travel Costs, ASPR l$-20U.2(dd)(U). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Comnaercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the estabiis'hed practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate, 

l5-20'2 Direct Costs. 


15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202„2 Direct Material Cost So Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202«3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costso 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15- 203 Indirect Costs. 

16- 203ol General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a processs of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 
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(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^uch base periods will be used as will be required to represent the 
period of contract performance. 

15-203,2 Indirect Manufacturing and Prjaduction Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of prenniums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contracijor 's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and adnainistrative 
costs) compared to the corresponding ratios for the con- 
tractor's plant or activity as a whole; and. 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15«204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination, of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Governnnent and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period, of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack, Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipmervL, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal- Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. ' 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (I), above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or '4rue" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation,'^ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for currant and 
immediately prospective production. 
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(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations, 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all. activities served. Reason- 
able Ipsses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnificjattion. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the cpntractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circupristances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating ccnditici, are allowable ^(but see ^S"PR 
15-204. 3(d)). Expenditure s^for plant and equipment which, according i-o 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation aare^-allowaMe only on a depreciation basis. 


(2) Costs of maintenance and repaiir which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and pash discounts, and credits for scrap 

and salvage and nriaterial returned to vendors.. ^Such income and other credits 
shall either be credited dxrectily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash dis counts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include * 'write-downs" or ''write-ups'* of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra^Pay Shift , and Multi -Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of . such premium costs al located to non-Governnnent 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidenta^l and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if/ 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Departnrient will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the- 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-2i)1.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the annount claimed and deductible for Federal inconme 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade^ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs , Costs of items such as wages, uniforms, • 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 


Other- 


(1) Costs of professional services rendered by the menmbers of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 

business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs . Costs of *'help wanted'* advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting* personnel, and travel 
costs of applicants for interviews for prospective employment are 


16 


allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life 
expectancy^ condition ;.arid Jv:alue- of tH^ facilities leased^ options avarTable.; 
and other provisions o{ the rental aoreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership,, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. "~ "~ 

(3) Unless otherwise specifically provided in :the contract, rental . 
costs specified in sale and leaseback agreements, incurred by contractors ^ 
through selling plant -facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research^ and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
a£rangennent) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Governnaent 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nnay accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are alloca^ted to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized) * 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or anaortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided. that where the Governnaent has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor *s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance v^ith 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs , 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professipnali and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities fbr meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissenaination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing, and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the director of training and staff, training materials, 
and text books, and tuition and fees whien part-time training "is -conducted 
by educational institutions, a-re allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa- 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCipn with the materials received can- 
not readily be made, inbound transportation costs naay be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no; rrial course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all woVk of the contractor. 


22 


(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204.3(1); and 

(iii) ASPR 15-204. 3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers* accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable, (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for: current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204, 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other conti^^act is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and or.gaa 

izers-, in connection vsJ^th [i] organization or reorganization of a business, 
or (ii) raising k:aLpital. aire unallowable (see (f) above)c 

(i) Precontract Costs. Precontract costs are those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation) . 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General, 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other. ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Taxes, ASPR i5-204.i-(z)(l)(i) throug^h (iv). 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in sonne cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

iii) Depreciation, ASPR 15-204.2(f)(5), first sentence; 

(iii) Food Service Cogts and. Credits, ASPR 15-204..2(h), 
last sentence; 

(iv) Insuranfce and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), .and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o). second sentence; 

(vii) Patent Costs, ASPR 15 -204. 2 (p), second sentence; 


(viii) Professional Service Costs - Legal. Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204,2(z)(2); 

(xii) Trainijig Costs, ASPR. 15-204. 2(bb), 

last sentence; and. • 

(xiii) Travel Costs, . ASPRl5-204.2(dd)(4). 
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i^a'/s-ss: ift ii/i/55 

\ ^ /^Jtc^ l!^ ^^^^ ■ SECTION 3W SUBCaHlT'i^iJ 

i.>^-2Q0 SCOPE UF PART . This part sets fcsrth principles and standards for the deter- 
mination and allowance of costs in connection with cost-reirabxursement type contract- 
and cost-reimbursement, type subcontracts thereunder for procurement of 8\q?plies, 
services, and research and development work with organizations having coinmerciri 
type accounting systems* However, this part, does r^ot apply to contracts for f acil- 
ities, construction and architect-engineer services related to construction. 
15-201 BASIC PRINCIPLES AND STANDARDS * 

a. Cons?osition of Total Cost > The total cost of a cost-reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properly 
allocable portion of allowable indirect costs and (iii) applicable income, and other 
credits. 

b. Factors Affecting Allowability of Costs . The factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) application 
of generally accepted accounting principles and practices, (iii) significant devia- 
tions in the established practices of the contractor which substantially increase 
the contract costs, and (iv) any limitations as to types or amounts of cost items 
set forth in this Part 2 of Section XV or otherwise included in the contract* 

c. Credits . The applicable portion of income and other credits, rebates, 
and allowances, received by or accruing to the contractor and which are related to 
any allowed cost will be credited to the Govemraent either as a reduction in craa- 
tra6t cost or a cash refund, as appropriate. 

4, Contractor's Accounting System ^ The requirements concerning record 
keeping and approval of the contractor's accounting procedures and practices are 
set forth in the "Records Clause" (See ASPR 7-203.7). . 

15,202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate ^ireof ,^ which can be identified 
specifically with any objective, seandce, program or rarojept under the conteaet and 
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are chargeable directly i;neretOt liajor items of cost reaaily identifiable with tlx 
contract or with other work of the contractor should be charged directly thereto^ 
This principle may often be applicable to such el^ents of expense as freight, 
travel, coiranunications, engineering services, etc#, as well as the normal items of 
' materials and productive labor# Hoi^rever, when the contractor is engaged in mixed 
production, this principle must be applied consistently to the costing of both 
defense and non«defense products or services, in order to produce equitable result8« 
When the accounting expense of direct costing of minor items would exceed the 
resulting benefits. Individual items, otherwise allowable as direct coists, may be 
treated as indirect expenses • 

15-'202#1 DliiECT MATERIALS ♦ The cost of direct materials includes the cost of all 
items purchased, supplied, manufactixred or fabricated, which enter directlj'^ Ls.zo 
the end product or which are used or consmed directly in connecticm with furnishing 
such product* Costs of reasonable overruns, spoilage, and defective work may also 
be included (as to defective work, see paragraph 7-»203f5(c))# 

15-202 #2 DIRECT LABOR. The cost of direct labor includes salaries and wages speci-** 
f ically identifiable with and properly chargeable directly to the performance of 
contract or other work of the contractor* Average rates may be used where it is 
demonstrated by the contractor that the results are equitable* Direct labor may 
also include other associated costs such as payroll taxes and workmen's compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs* 

15-202*3 OTHER DIRECT COSTS > Where other items of cost are charged directly to the 

contract consistent with paragraph 15-202 above, the contractor must demonstrate 

that they are specifically related to the performance of the contract* When, how-^ 

^ ever, items ordinarily chargeable as indirect costs are charged to a Govemr.ie:vh 

contract as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to the contract* 
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l|-203 B^DIRECT COSTS > . • ♦ • 

(a) Indirect costs are expenses which are incurred for common or joint ob- 
jectives, are acctmulated for accounting purposes by departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 

• ' tractor by a process of allocation* Each element thereof is subject to the limita- 
tions of this part as to allowability* 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance mxist be taken into accour: 
in determining the most suitable method or methods* The objective should be ol.e 
selection of a method or methods vihich will distribute the indirect costs in a fair 
and equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform idth generally accepted accounting practices, be 
applied consistently, and produce eqxxitable results. A^y significant change, such 
as in the nattare of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing processes, 

or the products being produced, may require reconsideration of the methods previously 
in use to determine whether th^ continue to be equitable* Further discussion 
relative to allocation of the individual categories of Indirect costs will be found 
in the subparagraphs below* 

15^203 #1 INDIRECT MANDFACTURING AND PaODUCTION EKPENSES * Indirect manufacturing 
and production e35)enses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202 • Allocation of indirect manufacturing and produc- 
tion expenses on a time basis, such as direct labor man-hours or machine-hours, is 
a method which generally produces accuracy and equity. Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and prime co^ts of units processed* The contractor may 
departmentalize or establish cost centers in order to distribute equi1iab3y the 
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indirect costs • The factors to be considered in determining the extent of depart- 
mentaliaation or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products* 

l$-203>2 DJDIHECT EMGIMBBRING EXPENSES # Indirect engineering expenses include 
engineering supervision, engineering administrative expense, engineering general 
supplies, and other related expenses • These expenses arise out of engineering 
activities which may include product design, tool desi©a, experimental development, 
manufacturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting* 

Indirect engineering expenses should be allocated to the benefited ':c.\v« 
ities, ite., ccaitract and other work of the contractor C MW^S^I^faf^lftp^^ 
-nrnni^h'^^ } on the basis of direct engineering man-ho-ugg expended, direct 

engineering labor dollars (exdlusftve of overtime^ premium), or other equitable ba£:.e# 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i#e», contract and other work of the contractor in accordance ndth 
paragraph 15- 202 • 

15-203 >3 SELLING AND DISTRIBUTION EXPETJSES * The expenses in this group consist of 
items which represent the cost of marketing the contractor's products and include 
sales promotion, advertising, distribution costs and other related items • Generally 
such expenses are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts for the reason that marketing, in the ordinary 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable demonstration of benefits to Government contracts and 
subject to the other provisions of this part, there may be an allocation to goveni- 
nent work of those eaqpenses in this category which consist of technical, consulting 
and such other beneficial services (including related supervision and clerical 
expenses) which are for purposes such as application and adaptation of the 
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extractor's products rather than pure sellings Such costs should first be allocatec 
between the contractor's commercial line and its Government contracts^ The amount 
allocated to the latter should then be charged to the individual contracts on any 
equitable basis • Because of the special problems that arise in this area, it is 
usually desirable for the contractor to identify in its records by means of sub- 
accounts or otherwise, the items of these eacpenses considered properly allocable to 
Government contracts* 

15'»203*U CENSRAL A!iD ADMINISTiaATIVE EXPENSES ^ General and administrative eDcpenses! 
consist of costs incurred in the over-all management, supervision and conduct of 
the business • Any recognised method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained. Some of the 
factors that should receive consideration in determining whether the results are 
equitable are (i) the cost pattern of the Government contracts (that is, the per- 
centage of the total cost of the contract, exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, and (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work* In addition, considera- 
tion should be given to any significant variations of inventories between accounting 
periods, variations in the ratio of contract inventory levels to all other inven*^ 
tory levels, and other relevant factors including those mentioned in para. l5-203(b)* 
15-203 #5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPglSES . The base period for 
allocation of indirect expenses shoiald ^pa^^^ ^T^ie^^ of contract performance 
» should be roprooontative of that period ic — Tho baco period should be sufficiently 



long to avoid inequities in the allocation of costs^ -^'^^^^'^^ 
15«20U APPLICATIONS OF BA^C COST PRINCIPLES Atfl) STAIiDARDS TQ SELECTED IlEMS OF COSl 
This paragraph states, in some detail, applications of the basic cost princip^ie2 
cr.d standards set forth in the preceding paragraphs of this part to certain selected 
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%tems of cost# The statements herein apply irrespective of whether the particular 
it«n of cost is treated by the contractor as direct cost or as indirect cost# 
Failure to mention any particular item of cost herein is not intended to imply 
that it is Bither allowable or unallowable, vath respect to those items not speci- 
fically covered, as well as all the subparagraphs below, determination as to allow- 
ability will be made in the light of the basic principles and standards herein and, 
where appropriate, the treatment of similar or related items in this Part. 
l$-20l;»l ADVERTISIMG > Advertising expenses include the costs of advertising media 
and coroUaiy administrative expenses. Advertising media include magazines, .v:. 
,:)apers, radio and television programs, direct mail, trade papers, outdoor adver- 
•Rising, dealer cards and window displays, conventions, and exhibits, free goods 
and samples, and sales literature. 

a. The following advertising costs only are allowable; 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor* s industry. 

(2) Help wanted advertising, as set forth in paragraph 15-20U.32. 
l$-20ix.2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include related collection expenses and related legal expenses. These costs are 
unallowable. 

15^26U.3 BIDDIHG EXPENSE . Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to support the qcMitractor' s price proposal or estimated 
cost of work performance. Bidding expenses of the current accounting period of 
both successful and unsuccessful bids normally will be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable in the current period 
to the Goveiment contract. However, the contractor's established practice may be 
to treat bidding expenses by scwie other recognized method. Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable. 

15-20U.U CAFETERIAS, DINING ROOMS » Alfl) OTHER FOOD SERVICES . This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operatioi of these services whether operated 
by the contractor or a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 
e-ccept for services from which the profits are irrevocably set over to an eii«>loyee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the employees at the site or sites of contract perfomance. Reasonable 
losses of operation f rran such services are allowable when it is the polipy of 
the contractor to operate such services at no loss or profit; provided, however, 
that any gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts. When it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
will not be allowed as a cost, unless authorized special contract provision. 
I5«'20lt.5 CIVIL DETEHSE * Civil defense costs are those incurred in the planning for 
and the protection of life and property against the possible effects of enemy attack. 
These costs are generaUy incurred pursuant to plans developed by local and state 
civil defense authoidties. Examples of civil defense costs include cost in excesp 
of normal plant protection expenses and may consist of first-aid training and 
supplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Seasonable costs of civil 
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defense measures indertaken ai the contractor's premises pursuant to suggestiois or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof will be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles. Except as specifically- 
civil 

provided in the contract, contributions to local/defense funds or projects not on 
the contractor's premises are unallowable* 

l$-20it.6 COMPENSATION FOR PEaSOHAL SERfflCES , (To be inserted later on this page 
and pages 1509, l5lO and 1511). 
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l $>20li#7 CONmcga^CIES t This type of charge results irom the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
Tdlth certainty as to time, intensity or even an assurance of its happenings These 
costs are not allowable^ (For self -insurance programs see paragraph l5-20li.l5)# 
1$>20U#8 CONTRIBUTIONS AMD DONATIONS . Contributions and donations to established 
nonprofit charitable, scientific and educational organizations are allowable pro- 
vided that such costs are reascaiable and are properly allocated to all voi±i 

The propriety of the amount of particular contributions and donations and 
oiie aggregate thereof for each fiscal period must be Judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Government contracts. The amount of each allovrable contribution must be deductible 
for purposes of Federal income tax, but the deductibility of the contribution for 
income tax purposes does not in itself justify its allarability as a contract cost. 
l$-20i;>9 DEPRECIATION > 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated residual 
value, over their estimated useful life in a systematic and logical manner* It 
involves a process of allocation, not of valuation. Useful life has reference to 
the prospective period of economic usefulness in the particular contractor's opera- 
tions as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by con- 
sistent application to the as set (s) concerned of any generally accepted accounting 
principles, including those recognized by Section 16? of the Internal Revenue Code 
of 195U, and should usually be allocated to the contract and other work as an 
indirect cost. The amount of depreciation charged in any accounting period may 
vary with volume of production or use of multishift operations, provided the method 
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followed is consistent with oasic objectives set forth la' suoparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such faciUties as are reasonably necessaiy for standby purposes. 

d. Ifeless otherwise provided in the contract, no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 
consistent accounting pracUce, folly depreciated on the contractor's books of 
account. 

e. Where the contractor has applied for, received, and accepted a deter- 
mination of "true depreciation" from an Emergency Facilities Board covering an 
eaei^ency faciUty acquired under a certificate of necessity, the amounts so deter- 
maed for "true depreciation" over the emergency period (5 years) will be recognised 
in Ueu of normal depreciation. After the expiration of the emergency period for 
the faciUty concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depreei- 
ated over its remaining useful life and willJie_the_only amount r«c<snised as 
allowable cost, subject to paragraph l5-26Ua?7;^-T5ira>ntractor may elect to use 
normal depreciation rather than the "true depreciation" as determined by the 
Bnergency Facilities Board. However, the method chosen after such determination 

of '»true depreciation" must be followed consistently throughout the Ufe of the 
MKrgency facility, 

lg-20lt.ip EMPLQgEE MORA LE. HEALTH AND WELFARE . Included In this categoiy are ex- 
penses of health and welfare activities incurred fdr the improvement of working 
conditions and the improvement of employer-employee relations, en?)loyee morale, and 
empl<^3ree performance. Examples of these activities are house publications, health 
or first-aid clinics, and employee counselling services. These costs are allowable 
when incurred in accordance with the contractor's established practice or custom in 
the Industry or area and are reasonable and equitably allocated to all classes of 
work performed in the contractor's plant. Income generated from ax^ of these 


activities will be credi.. j>o the costs thereof unless c^^ 4 income has been 
ii-revocably set over to en^loyee welfare organizations* 

I5^20ti,ll EOTERTAINMSNT EXPENSE , This item includes the cost of amusement^ diver* 
sion, social activities and incidental costs relating thereto , such as meals ^ lodg- 
ingj rentals^ transportation and gratuities* These costs are unallowable* 
l$-20ha2 EXCESS FACILITIES * This item includes the cost of maintaining and hous- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes* These costs are unallowable* The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract* 
15-20U*13 FINES Alg) PENALTIES * Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state and 
Federal laws and regulations* These expenses are not allowable except when incurred 
as a, result of compliance with specific provisions of the contract or instructions 
in writizig from the contracting officer* 

l$-20U*lU FRINGE BENEFITS * Fringe benefits are allowances and services provided 
by the contractor to its employees as compensation in addition to regular wages 
and salaries* 

a* The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 

accordance with sub-paragraphs 15-20U*26, l$-20li*6 and l$-i20li*37 respectively* 

b* The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and employee insurance (but see subparagraph 20ii*l$e) is 
allowable to the extent required }yy lav;, e]T^loyer<^e!r9l<^ee agreement, or established 
poliqy of the contractor that constitutes, in effect, an Implicit agreement on the 
contractor's part* 

l$-20li*l5 INSURANCE AND INDEIiNIFICATIOM * 

ft; Inclivled unde3:^thls item ap^^^) those types^of insuranc^^wlfich the 



contractor is requir©dKto carry^jiBder the terno^^^-^Jhe contrac^^''^ hy specjjKc 
ins*ructiortJ>f^''^h^ contr^^eting officer or>«is authorizej 
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(2) any other insurance for which the contractor seeks reimbursement under the Qon^ 
tract. The IdUi^s of insurance ordinarily included in the^first category are set 
out in 

b. Costs^xif Oovemment required insurance are allowable within tix 
M . o:? as tp 'the extent of coverage and premium rates approved by th<9 Qcvernment 
Costs of othet insurance, except that applicable to Qovemment-owned property, are 
allowable provided (1) ^he insurance has been, approved by the militaxy department 
conc9tfnll or (2) in the absence of such ^Jproval requirement, ihe types of coverage j 
ejaent of coverag^^, and rates are re^isonable under the circumstances* Costs allowed 
for use and occupant insurance, ^^iowever, will in principle be limited so as to 
exclude coverage of profit, ^ivberest, federal infeome taxes, and any other items of 
e:q)ense unallowable undqr ' this part • 


c» The costs of insurance or any reserve covering the risk of loss of or 


damage to Qover^4nt-owned property are not allowable except to the extent that the 

Government ma^ have required the contractor to carxy such insurance* 
/ / / 

/ d. Provisicm t^T losses under a self insurance program are allowable 

/ / ' 

prodded the program h^ been approved by tfee Military Departoerits concerned. 

Actual losses sustained under such a jjelf ^insurance progr$w are not allowable* 

e* The costs of insurance on the lives qf off icers, partners or. propri- 


etors, Br4^not allowable excepli where such insj»*ance is part of an enployee plan 
which4s not unduly restxlcted* / 

f. Los^ resulting frMKTailure to insureJt*hrough self insu^nce or 
otherwise) are/Mt allowable uidless approved by the Department cmcepi^* 

g. Cost of ipdwinif ication vil^Aie allowable only to^e extent ex- 
press3^ provided f or/ln the contract* 
1S-20U*16 INTEiREST AND OTHER FINAMCIAL.EXPBWSES . This item includes interest 
(however represented), bond discount and expenses, and the cost of financing and 
refinancing operations as well as legal and professional fees paid in connection 


with the preparation of a prospectus, cost of preparat^|| and issuance of stock 
rights and expenses related thereto. (See also l5-20||^i^ These costs are un« 
allowable except for interest assessed ly State or loc|j|^|taxin|5 authorities under 
the conditions set forth in subparagraph 15->20U»39» ^»ee» 

IS^ZOU.I? LABOR RELATIONS . This item covers «3Q>enses incurred in maintaining satis* 

factory relations between the contractor and hiis ea(lc^ff«9* It includes ^ cost 

of shqp stewards, labor management caraidttees, employee_P»ublicaticms and other 

related activities* Costs incurred for th^e i^urposel'are allowable. 

l$-20lta8 LOSag ON OTHER CONTRACTS . This it«n covers any excess of costs over 

such other contracts are of a V 

Costs of thi^ natuH are not 

allowable as a cost of performance of the Qovemmmt contract. 

lg-20U.19 MAINTENAUCE AND HEPAIRS . 

a* This item includes those costs neeessaxy for the uj^e^ of property 

•therwise 

(including Government property unless/provj-ded for) which neither adds to the per- 
manent value of the property nor appreciably prolongs ||f intended life but keeps 
it in an efficient operating condition. These costs ^ allowablei Qqjenditures 
for plant and equipment which, according te generally «^f(lipted accounting princi- 
ple*, should be capitaUsed and subjected te deprecia^iw will be allowable only 
on a depreciation basis. Cost of maintenance and repairs of excess facilities ani 
of idle facilities (other than reasonable standby facilities) are not allowable. 

b. Deferred maintenance is defined as maintenance and repairs which or 
some reason such as abnormal operating conditions or lack of funds, is delayed to 
a future period. The cost of maintenance and repairs which has been deferred from 
a period prior to the contract is not allowable unless specifically provided for 
in the contract. Likewise, the estimated cost of maij||jpinoe and repairs nomally 
required but not accomplished during the period of the ccmtract will not be allowed 
as a cost unless specifically provided for in the contract. 


income under 


and all other contracts* whether 


supply, r^earch and developaent or other nature. 


1 


15-20U^20 MANDFACTORING AND PRODUCTIQW ENGINEERINQ > Manufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manxif acturing processes such as motion and time studty, methods analysis, 
job analysis, and tool design and improvement and (2) current production problems, 
such as materials analysis for production suitability and ccanponent design for 
purposes of simplifying production* These costs are allowable. 
lg-20ll*21 MATERIALS AND SUPPLIES ^ 

a« This item includes the net costs of such items as raw materials, 
parts, sub-assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the cwitractor, and may include ouch collateral items 
as inbound transportation and intransit insurance. In computing materials costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(as to defective work, see paragraph 7-203#5(c)). These costs aire allowable sub- 
ject > however, to the provisions of subparagraphs b» through £4 below. 

b« Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other credits 
include trade discounts, refunds, rebates and allowances, cash discounts available, 
credits for scrap and salvage and materials returned to vendors^ Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportfioned through credits to indirect costs. How- 
everi where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed. 

c. When materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contracts 

d. If materials are issued from stock, any generally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are equitable. Wlioro materialu in stock at the. 


nommrn op mon t d ntn nf t hr Gon t rnct h n ¥ o a pro vn liTe rc^plntTrnm nti .itL^'i r i-twrtrlar 
IfAgheg- Ahan boolc, cori; j fhe, r nmtrar tnr ^nd tho Qovom mi^nt ffl a y , hy c ontrart nr . ov1fl1nnj . 
:asceeu3BflP t.h o uoo of a m e thod v£ piaciiig hdb^d upuu the Pair value o f thu j i iateri ^ 

attohHs tgruuiiuiit ohoiiU r iiwlud e Identlf le&tioi'i ' OX the tyi>og or Irinrin rrC mate r ials - 
involved aiid jjliuuld be made at the time tho oontraot io ont oi^ ed int o aixd piuvidud - 
jtoy" t b erein<> 

e« Reasonable charges arising from difference between periodic ph/sical 
inventory quantities and related loaterial control x^cords viU be include in 
arriving at the cost of materials i provided that such charges (1) do not include 
»*write**downs" of values, and (2) relate to the period of performance of the con- 
tracts All credits arising from differences between periodic pliysical inventory 
quantities and related material control records shall be taken into account* 

f • Ordinarily sales or transfer's of materials, services and stgpplies 
between plants, divisions, or organizations, under a common control^ shall be stated 
on the basis of cost to the transferor. In the case of aiiy item regularly manu^ 
f actured and sold by any such transferor throxigh commercial channels a departure 
from this cost basis is permissible, provided that the price charged to the con- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (2) the prices of other 
suppliers for the same or substantially similar items* 

1$-20U#22 ORQANIZATION EXPENSES * This item consists of esqpenditures in connection 
with organization or reorganization of^a business # Examples of such costs are in- 
corporation fee, attorneys fee^^fees to prcHAoters and organizers and costs of 
raising capital* These costs are unallowable* (See paragraph 15-20U#16)* 
l$-20ii*23 OTHER BUSINESS EXPENSES * Included in this item are such recurring ex- 
penses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings^ proxy 


1519 

solicitations, preparation and publication of reports to shareholders, preparation 
and submission of required reports and forms to taxing and other regulatory bodies 
and incidental costs of directors and camnittee meetings. The abo^e and similar 
costs are allowable when allocated on an equitable basis to all classes of work, 

l$"20U.2lt OmTIME. EXTRA PAY SHIFT AMD MULTI«SHIFT PBEMIOMS * 

V' ■ r. "-"J^s item con^^ 

. . .. ytra pay shift :and mlA^^i^-hi^rr,:..^^:.^^ 
• Such premiums .on dir cqt, labor =in^ be classiael as' 

either du-ect or ihdirect.'lator..'Q 


\ 


of suoh premlms should be separately Identlf ied* 
V?hea direct labor eost is the base If or distribution 
of overhead, such premluras shall nJt be included 
therein* Cost of such premiums on direct labor are 
allowable only to the extent expressly provided for 
in the contract or othenirise authorited by the 
Government • Cost of such premiiims for indirect labor 
is allowable without prior approval, if reasonable, 
and the cost is allocated on a, pro rata basis to com- 
mercial as well as Government work. See ASPR 12-102 
for further information concerning the policy regarding 
such authorisation* The amount of such prejnium cost 
charged on Govemront contracts shail be equitable in 
relation to the amount of such premium costs charged 
on non^Government work being concurrently performed 
in the Contractor's plant and the factors which neces- 
sitate the incurrence of the cost*" 



15^224^.,|^TO EXPENSES.. iteft relates to su^^hiexpenses 

,js costs lead^»g . to the issuakoe bt patents; o6sts' r^i^u!?^?" 
/ ;f^?^ *^^-^^ 'P^ioos^ 

/ • Sf'^-TJ! f^y^^^f^^^ ««^^66ntrao^^ Of ^^^ohiag 

^ - "'^'"^ invention di'solosures , fend' df nr'eparLg 

S • -^Su^J^ °£ P^eparihg assignment: a&d^'bth^^ lapers 

in connection with the" filing of a" patent application by the- v 
. Gojernment^and any otherSjuoh dbsts are. %lloirable7 u^^^tbe. 
written authori,atioti.pf>the 6*6nt?a?^tine•,offi6^W• -^'^ " 
oi research and development work is treated in 15-304,34. 
, ^See . also ; paragraph:; 16-8644.56) :.. . r-r] • ' 
I w« «.« -ww».-»^ »^vttM«M'~ contract "~ijfoaaci>B u*- 


1 


UJL ibei VIA VJt ' vsw ' * w V - wjb 


cesses is allowable^ The cost^^^^^aring disclosures and other reports as 
required by the contractjnd of preparihg^signment and other papers in connection 
with the f iling^5*^ipatent application by orf5^44JeJ3ovarnment, and axy expenses 
incident J ; o patontc Incui ' i ' ed uuui Uie M A' it Lu n i iuthQiAaaM^ .iq ^ » .H ^^,ju^ 
^floori < u fe-^a 3.oirable# AH- oth e r pat 
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tgigllDwaMie-.nnlBW otherwis e pr o vided in tho contyaot i - Tho coal of r u ^uai ' ch ai< d 
,^d0ye3:OIgrent^-» ^ t e patents i s troated in eubpapacraph lS - gOl4#3U* 

1S-20U>26 PENSION PLANS . 

a# A pensicm plan as used herein is a plan vhieh is established and 
maintained by a contractor primarily to provide ^stematically for the payment of 
definitely determinable benefits to his employees over a period of years^ usually 
for lif sj after retirement. Such a plan may include disability^ withdrawal^ in- 
surance or survivorship benefits incidental and directly related to the pmsion 
benefits* Such benefits generally are measured fay^ and based on, such factors as 
years of service and compensation received by the mployees* The determination of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely detexminable if funds 
arising from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by the en^loyer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirment or over a 
period of years after retlremait will be considered a pension plan, if, under the 
plan, either the benefits payable to the employee or the required contributions 
by the contractor can be determined actuarially. (Aetirement plans which are based 
on profit-sharing shall be subject to paragraph I5*'20li«6e)« 

b. Pension plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to consideration by the 14Llitaxy 
Department} however, approval of the plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such plan by the Milltaiy Depart-* 
ment. Consideration of a plan and the method of detexmination of cost thereof will 
be the responsibility of the Department to which audit cognizance is assigned and 
the subsequrat action taken by that Department will generally be accepted by the 
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other Departments. Where pension and retirement plans of non-profit or other tax 
exempt organizations are not required to be reviewed and approved by the Internal 
Revenue Service, it wiU be the responsibility of the Department to which audit 
cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Militaiy Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non-prof it or tax exempt organi- 
zations), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess contribuUons nf nrmfinin thjihl to the 
extent such contributions are claimed and aUowed f 01^ tax purposes in the current 
taxable period. In eases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and allowed as 
contract costs* 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given .to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains wiU arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose employment will terminate 
before they acquire a vested right to the benefits purchased or funded by current 
costs. X«ien such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 
so that the current costs do, in fact, reflect the discount for the abnormal ter- 
mination credits or gains which are anticipated. However, most often such abnormal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the time of contracting because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, the Government's interest 
in such abnormal credits or gains will be preserved for retrospective evaluation 
: and accounting. If a contractor has but one or relatively few Government Contracts, 
an appropriate contractual provision nay be used to preserve the Government's in- 
terest ^ provide retrc^pective ifecoi&tii^Ih 4ther c^sesV where a con- , 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate contractual "side" 
agreement wiU be negotiated having appUcation to aU pension costs allowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that tern is defined in the agreement, arising by reason of a 
cutback or cessation of Government contract work. 

e. The allowability of cMts of lump sum purchases of annuities or of 
lump sum casir payments^made to 'provide pension benefits for retiring or retired 
en?>loyees other than incurred under approved pension plans will be s\ibject to 
consideration on an individual case basis* 

1$-20U.27 PLANT PROTECTION EXPENSES . This item includes the cost of wages, uni- 
forms and equipment of personnel engaged in plant protection, suppUes, depreciation 
on plant protection capital assets, ind necessary eaqjenses to conqjly with miUtary 
security requiranents. These costs are allowable. 

15-20U.28 PRECONTRACT COSTS . Precontract costs are those which «re incurred prior 
to the effective date of the contract and which would have been allowable thereunder 
if incurred after such date, Such costs will not be aUowed unless specifically 
set forth in the contract, and aiajf b g Id a iitod to a period of tim e ao w e ll as t o fc fag 
gtypg-an d am o unt o f uuuh e S&ta-f 
15-201^.29 PRQFESSIOMAL SERyiCES - LEGAL. ACCOUNTING, ENGINEERING AND OTHER . 

a. This item includes the cost of professional services rendered by 
the members of the particular profession separately engaged. These costs generally 
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raWLe vhea reasonable In relation to the services rendered and are not 
it upon recoveiy of the costs from the Government* 

Factors tp be considered (among others) in determining the allowa- 
: costs in a particular case arei (1) past pattern of such oostsj partic- 

1 the years prior to the award of Government ccmtracts; (2) the impact of 
it contracts on the contractor's business; (3) the nature and scope of 

iX s^^ces expected of the contractor* a own organisation; and whether 
le proportion of Government work to the contractor's total business Is 
so influence the contractor in favor of incurring the cost, particularly 
3 services rendered are not of a continuing nature and have little rela«- 
to work under Government contracts • Retainer fees to be allowable jnust 

lably supported by evidence of services rendered* 

c* The costs of leigscl, aodounting and consulting servioes 
and relatpd expenses inoxarred in/opnneotj;cm;;W and 
tebrganization, defense of anti- trust s^its> p^^^ prosecution | 
' Of claims against th^ Government, are/ 1^ costs of | 

l«gai; accounting, and iconsxilti^ serH expenses | 

incurred in oonnection with patent inf ringeiiient litigation are 
unallowable \inless otheinvise proTided in, /the oon.tract» 

2 PROFITS AND LOSSES ON DISPOSITION (3F PLANT, EQUIPMENT OR OTHER CAPITAL 
Included herein are gains or losses of any nature arising from the sale or 
ef plsnt^ equipment^ or other capital assetsi including sale or exchange 

r short or long term investments • Profits or losses on sale or exchange 
al assrts^ including investments^ will be excluded in computing cmtraet 

1 RECONVERSION EXPENSES ♦ Reconversion expenses are those incurred in the 
ion of the contractor's facilities to approximately the same plqrsical 
ent and condition existing immediately prior to ecmmencement of the mHi*^ 
tract work and include the cost of removal of Government property* Recon- 
expenses are not allowable except that the cost of removing Government 
and the restoration costs ca\2S«l \v such removal are allowable if spscif i«» 
ovided f or in the contracts 
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15-20U#32 RECROITINO BXPENSE t This item includes the costs of «help wanted" adver- 
tising and the operating costs of an employment office necessary to secure and 
maintain an adequate labor, force# It further includes the costs of operating an 
eduoffbional -and aptitud^ testing program, travel e^qpenses of emplqjrees while engaged 
in recruiting perscnnaL, and travel expenses of applicants for interviews for pro- 
spective employment* These costs are allowable* Where the c<»tractor uses private 
employment agencies, costs not in excess of standard commercial rates for such 
services are also allowable* Costs of special benefits or emoluments offered to 
prospective employees beyond the standard practices in the industry are not allowable* 
l$-*20li*33 RENTALS OF PIANT AND EQUIPMENT t (Including sale and leaseback of facili- 
ties*) This item includes expenses for (1) use of land, buildings, and equipment 
or other personal property, and (2) rental expenses under sale and lease-back 
agreements incurred by contractors through sale of plant facilities to investment 
organizations (such as insurance companies) or to private investors and concurrenily 
leasing back the same facilities* 

a* Rentals of plant and equipment under (1) above are allowable if the 
rates are reasonable in light of the type, condition and value of the facilities 
leased, options available hxA other provisions^ of t he rez^tal agreement* ^ 

\/d*^ Rentals specif ied^in sale and lease-back agreements under (2) above 
are allowable only to the extent that such rentals do not exceed normal costs (such 


QLo not exceeon costs 


as depreciation,-" taxes, insurance and maintenance expenses) wmch would have been 
incurred had the contractor retained legal title to the facilities* 
1$-20U*3U RESEARCH AND DEVELOPMENT * Research and development expenses (sometimes 
referred to as general engineering es^enses) for the purpose of contract costing 
are divided into two major categories, namely s 

a* General research, also referred to as basic research, fundamental 
research, pure research and blue^sky research* 
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Related reseaz^h or development > also referred to as applied researoh^ 
produot research and product line research* ^^^^^^ 

^'^^i^) General researoh is that type Of research whiqh 
is directed towards increase of knowledge in soienoe.' It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. IThe 
cost of Independent General Researoh (that which is not 
sponsored by a contract or grant or pther arrangement) 
shall be allowed to the e^ctent specif ioally provided in 
the contract* ' 


\ 



will-«e 
other t 

(B) Generally, the contractor shall be required 
to disclose to the Government the p\ir poses and results 
of such Independent general research* 


in sp^io^iaiiy/providi be given 

I - to "the "'iPollavrtng'iPactors^ ^tlibrs-:|-;- f ^-"^ 

1 ai ' Sbppe, nature and jjjua^ • 

. ■ general ..researcli^ program* l^^;' '._ ^..v-.;: ■ • » J ^■ ' - ' 

' The capability of the' cbi^^^^ in the partioular res^ 

field* 

c* Benefits which may accrue to the Ck^v^r * 
* ** d* Ccmpar ispn of " si ze flu^ .of /Opntract^ P?eVioHS ryears * 

\- ' ' ' ' research programs*-,- ^ ^:v' :-,.;v.y^. r^;:r:^>{' ^^^•^r ' 

' e • The proportion of -the igoyernment ■))\isi33asr » *o the roont^ractor * s 

• - \ . ^t6tal■.b\wine8s*'* /' /-r^-'V; '". V-.;; '■^■•^ • - 
development (that which is not censored a Contract or grant or ii/^^e^ierwloe 
r^aintoggeo t^ may^ if allocated on the basis of all productlonj be 

allowed as a cost under any cost type production contract if the research la 3re« 
lated to the contract induct or produot line* No portion of such research will be 
allowable under cost^-type research and development contracts* 

c* Independent reseasrch projects will absorb their appropriate share of 
the indirect expenses of the department where the research work Is performed* 

i d V ' ^ — "^-^ — ^^nt«. regardless of the nature^ which )rere 

« « pre-oontraot pogte t%;a5rapli'W-204.28).'' 


"15^804.35 ■B|||,T.TtT?fl ^yM. COSTS •.¥6R VsE^ T^A^TKWTH . 


Th%B Item covers amounts paid or payable foe, :the right to use 
patents or; iiiventi(totf. ^>Wh6re t^e We^f subh a patent or 
invention, is neoeB^ftry -fbr the propeir pdrforiAatioe of the con- 
tract and where ths ^^vernm^nt'ldbes not already have a license 
or other right to use such a patent or invention, the royalties, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to contract products or prooosses are 
•il^lrtble to the extent expr essly p rotrlded for elsewhe re In t he 
ritrftct~< 


/ 


contrector otherwise authorised by the eontracting officer*' 
Chaiiges for the use of patents j idiere the Government has a ✓ t^ 
license or the ri^t to free use of the patent are unallomble* (J^^<^ 
Charges for the use of patents ifher6 a patent has been adjudi- ^ 
J cated to be invalid are unallowable unless othemise provided I 
pro^ 'in the omtraet. (BOTOj This l^ovisloii/ lipM reoonsldex^tlm by - I 

the iiSPR Committee, «aa changed from the manner in which it is / 
offiv shown in the minutes of the 6 Dec* 1955 meeting (which 4«i correct) 

to the form ihown above* ) 
l5^20U*jo QjattviiijBi Awu iwDXAiaLiaxiuii iiJiJraitoao t 4cu.b . ?rr- 

vicing the product installationi and traininifSBrsonnel in the use^ maintenance and 

operation of the product* Such costs are allowable* 

l$^»20Uo37 SEyEEtANCE PAT * Severance payi also commonly referred to as dismissal 
wages J is a paymmit in addition to regular salaries and vages^ by contractors to 
workers whose employment is being terminated* 

The cost of severance pay is allowable only to the extait that^ in each 
case, it is required by (1) law, (2) en^Ioyer-employee agreements, (3) established 
poliqy that constitutes, in effect, an implicit agreement on the contractor's paz^^ 
or (U) the circumstances of the particular employment* 

For contract costing purposes severance pay is divided into two cate«» 
gorLes as follows s 

a* Mormal Turnover Severance Pay * The cost of severance p^ments is 
allowable and must be allocated to all classes of work being perfomed in the 
contractor's plant at the time of paymmt* However, where the contractor provides 
for accrual of pay for normal severanoes such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period* 

b* Mass Severance Pay * The cost of abnomal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
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continuing employmant on other work of tbo contractor is allcwable* The amount 
allowable shall be detemdneci by assigning the total cost of actual mass severance 
payments to the entire period of employment with the contractor and equitably appor* 
tioning such cost to all business of the contractor perfomed during that period* 
A reservation in the final release of claims (See ASFR 7^203. k) may be 
uade in the case of conqpleted cost-reimbursement type contracts when it is reason- 
able to assume that severance pay allocable to the contract will be made in the ^ 
future. z/^^'^':^^^ 



1$-20U#38 SPECIAL TOOLINQ , The term ^'special tooling^means property such 
Specialised nature that its uae^ without substantial modification or alterationi is 
limited to the production of the particular siy>plies or to the performance of the 
particular services for which acquired or furnished. It includes^ but is not 
limited to^ JigSj diesj fixtures, molds, pattez7», special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
its usefulness is limited to government contracts, is allowable and will be charged 
directly to the government contracts. When such special tooling is acquired it 
shall be subject to the provisions of the contract clause set forth in ASPR 13-503 
entitled, ^'Government Property 

l5-20i4.39 TAXES. Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
coilftractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxes; (2) taxes in connection with financing, refinancing 
or refunding operations (see paragraph lS-20l;.l6)} (3) taxes from which exemptions 
- are available to the contractor directly or available to the contractor based on 
an exrapUon afforded the Qovemment; and (U) special assessments on land which 

represent capital iiqprovements. 

axeept %4ien the contracting 
officer daterainee that tte 

^ • adminietratim burden incident 

to obtaining the exemption 
otttweighs the oorrespondi^g 
benefits accruing to the 
Qovomcmfc 
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hm Taxes otherwise allowabXe under a* above> but which may be illegally 
or erroneously assessed may be allowed as a cost of woiic performed, provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes j (2) agrees to comply with such 
instructions; and (3) if so directed by the contracting officer also agrees to take 
all necessaiy action in cooperation with and for the benefit of the Qoverxment, to 
detenoine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon* Interest and penalties incurr 
by a contractor by reason of the nonpayment of any tax at the direction of the con-* 
tracting officer, shall be allowable as a cost* Reasonable expenses of any pro- 
ceeding instituted by the contractor at the direction of the contracting officer 
to deteitnine the legality of such an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Goverment, ehall also be 
allowable as costs • 

c* Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties* If at the time the refund is received the con- 
tractor, no defense contracts are being perf omed, the amotmt otherwise to be 
credited to contract costs shall be paid directly to the Government* 
l$-20UoU0 TRADEt BUSINESS^ TBCHNICAt AND PROFESSIONAL ACTIVITIES * 

a* Memberships * This item includes costs of membership in trade, busi«» 
ness, technical and professional organisations and such costs are allowable* 

b* Subscriptions * This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals* Such coets are allowable* 

c* Meetings and Conferences * Expenses representing the piirchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose of the incurrence of such escpenses is the dis- 
semination of technical inf ormatim or the stimulation of production, are allowable* 
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lS^2Qh.k3L miNINa EKPEKSES > 

a« This item Includes the costs of preparing and maintaining a program 
of instruction designed to increase the pver-all effectiveness of employees • In- 
cluded are the costs of the director of training and staff , training materials 
and text books when the training program is controlled by the contractor, and tui- 
tion^ fees, training materials and text books when the trainizxg is in educational 
institutions* 

b. Such costs which are limited to on the job training are allowable 
when properly allocated* 

c. Costs of training in educational institutions are not allowable, 
except, to the extent specifically provided in the contract* 

lB^20k^h2 TRANSPORTATION EXPENSES > Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered* 

When such costs can readily be identified with the ttms involved, they 
may be direct costed or added to the cost of such items* (See paragraph 15*20U*21) 
Where identification with the materials received cannot readily be made, inbound 
transportation expense may be charged to the appropriate indirect expense accounts, 
provided the contractor follows a consistent prpcedtire^in this respect* Outbound 
freight, if reimbursable under the tems of the contract, should be treated as 
direct charges* 

l$-«20U*ii3 TRAVEL EXPENSES * This includes costs of transportation, lodging, sub^ 
sistence and incidental expenses incurred contractor personnel in a travel 
status while on official company business* 

a* Travel expenses incurred in the nomal course of over-all adminis- 
traticni of the business and applicable to the entire business aJre allowable when 
properly allocated* ^ ^ 


X530 

b« Travel expenses directly attributable to contract performance my 
be charged to the contract in accordance with the principle of direct costing* 

c« Subsistence and lodging including tips or similar incidental ex-* 
penses may be reimbursed either on an actual or per diem basis* The basis selected 
should be consistently followed* 

d« Entertainment expenses are not allowable* 

e# Costs of personnel movement of a special or mass nature are allow- 
able only when authorized or approved in writing by the Contracting Officer* 


V 
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STATEMENT TO ACCCJMPANI PDBLICATION 
CP REVISED CONTRACT COST PRINCIPLES 
IN ASFR PILINQ INSTRUCTIONS 


The revision of Section X7, Part 2, of the Armed Services 
l^ocurement Regulation has been undertaken to provide, a more equit- 
able statement of cost principles to reflect the reasonable and 
allocable costs of performing defense cost reimbursement type con- 
tracts and to reflect a contractor's noznal cost of doing business. 
It is the intent that generally accepted and approved methods of 
accounting, as presently practices by contractors, which fairly and 
equitably reflect and distribute the cost of doing business are 
acceptable. Only where the deteimination of allowability requires 
a particular accounting treatment to obtain equitable results will 
specific accounting methods be selected. Items of cost listed as 
unallowable reflect national or Department of Defense policy. In 
subsequent revisions, it is the Intent that certain procedural 
requirements relating to accounting methods will be separated frm 
the cost principle treateent and be included elsewhere in the 
Armed Services Procurement Regulation. Tn addition, the revised 
principles, which formerly were a mere listing of named items of 
cost as either allowable or unallowable, contain a definition for 
each item, a statement as to the extent of allowability or unallow- 
ability, and in many instances i»>ovide criteria for detennining 
the reasonableness of a particular item of cost* 

Furthermore, this revision has been developed (1) to provide 
poliqr guidance to prospective contractors and subcontractors, 
contracting officers, contract negotiators and auditors in areas in 
which such guidance has been lacking, including in many instances, 
criteria for determining the reasonableness of a particular item 
of cost, or which Vere subject to special consideration; (2) to 
accommodate changes in Department of Defense polipy in regard to 
contributionsj and (3) to make Improvements of an editorial nature. 

These regulations should materially assist contractors and 
contracting officers to recognize and provide treatment which pro- 
tects their respective interests. 



(a) Competitive price proposalSo 

(b) Published market prices. 

(c) Catalog prices (including discounts) o . ^, 

(d) Previous procurement experience on the same or similar items, 
with computed adjustments of the prices paid >ihere appropriate 
to make allowance for changes in specification or quantities, or 
changes in labor, material and other cost indices. 

15-102.1 Examples Where Required . Examples of situations where cost estimates 
shall ordinarily be required are as follows s 

(a) Negotiation of fixed-price contracts where there is an absence of 
adequate competition, sufficient prior experience, or other adequate 
valid i»lcing criteria. 

(b) In connection with fixed=price contracts containing prtce-redetem- 
inatioi or incentive proviaipnss 

(i) Negotiation of tentative or targpt prices. 

(ii) Negotiation of firm prices. on a forward basis. 

(iii) In combination with historical costs, negotiation of firm 
prices for retroactive and prospective application. 

(iv) In the case of incentive contracts, negotiation of target 


(c) In connection with cost, cost sharing and cost- plus-a-fixed-fee 
contracts: 

(i) Determination of the estimated cost of the contract, and in 
the case of cost-plus-a-fixed-fee contract, the negotiation 
of the fixed fee. 

(ii) Negotiation of fixed overhead rates. 

(d) In connection with all types of contracts, negotiation of contract 
changes affecting the contract consideration. 

15_103 Use of Historical (Actual) Cost . Historical (actual) cost shall be 
used for the following purposes under the below listed types of contracts, and 
may be used where appropriate in other situations? 

(a) Under all cost-reimbursement type contracts (including cost-reimbursement 
subcontracts thereunder), for the determination of the reimbursability of cost, 
except to the extent pr«detennined overhead rates are provided for in such contra© 
(see paragraph 15-105). The term "cost-reimbursement type contract", as used 


costs. 
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throughout this section, includes cost or cost-sharing contracts^ cost-plus-a« 
fixed-fee contracts, and the cost reimbursement portion of time«and materials 
contracts* 

(b) Under all fixed-price contracts containing price-redetermination or 
incentive provisions, for the determination, to the extent required by such 
contracts, of histbrical (actual) costs of performance thereof o 

(c) Under all types of contracts, for the settlement, to the extent required 
by Section VIII hereof, of contracts terminated in ndiole or in part for the con- 
venience of the Ciovemmento 

15-104 Contract Provisions o The cost principles and standards set forth 
in Part 2, as implemented by Part 3, Part 4 Part 5 or Part 6 (whichever im- 
plementing part is applicable) shall be made a part of every cost-reimbursement 
type contraety execiiUired as of a date on or after , (and every 

cost reimbursement subcontract thereunder), for the purpose of determining of 
reimbursability of costs excepji that such contract may treat any element of cost 
thereunder more specifically than provided by the aforesaid cost principles and 
standards so long as not inconsistent thereiidthe In addition, these cost 
principles and standards may be made a part of any other contract for the purpose 
of determination of historical (actual) cost orfor the purpose of preparation 
of estimates of cost^ 

15-105 Use of Predetermined Rates in Cost^Reimbursement Type Contracts o 
The use of a fixed indirect expense rate negotiated prior to the expiration of 
a significant portion of the period to ^ich such rate applies may be provided 
for in cost-reimbursement type contracts in lieu of the determination of historical 
(actual) indirect expense provided that the results vd 11 reasonably approximate 
the actual rateSo Consideration of cost elements in negotiating such rates 
must be consistent with the provisions of this section concerning cost allow» 
ability and allocabilityo Wien predetermined rates are used, the contract shall 
specifically state the types of items which are to be treated as direct costs o 
Care should be exercised in negotiating these rates to exclude from the listing 
of direct costs any cost element included in predetermined expense rates in 
order to avoid duplicate charges ♦ 


15-106 Encouragement of Use of Standard Cost Method of Accountingo Con« 
tractors are encouraged to use, lAiere economically feasib^Le, modem standard 
cost methods because they provide an excellent means of cost estimating and cost 
analysis, as well as enable more effective control of actual costs during 
contract performance p Such methods provide for pricing material costs on the 
basis of bills of materials, labor costs on the basis of studies of time require- 
ments, and overhead costs on the basis of budgeted expenses for the expected 
volume and types of production, with reasonable allowances for cost variances 
indicated by experience to be expected for defective work and failure to 
achieve full efficiency* Such methods generally provide the assurance of accuracy 
of cost estimates, as well as the means of more effective cost control, when 
variances of actual costs from standards are measured frequently and recorded 
in the formal accounts* 
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PART 2 - CSNERAL PRINCIPIES AND STANDARDS 
FOR DETERMINATION OF COSTS 

15-200 Scope of Part o This part sets forth general principles and stand- 
ards for determination of costs » 

15«201 Composition of Total Cost ^ The total cost of work perfoxwed or 
to be performed under a contract pr subcontract to nAiidi these princi- 
ples are applicable is the net sum of (i) the allowable direct costs 
reasonably incident to the performance of the contract or subcontract^ 

(ii) the properly allocable portion of allowable indirect costs^ and 

(iii) less applicable income and other creditSo This composition of cost 
shall be followed whether the total costs are stated for an entire contract 
or for individual units of products or services corpred by the ccmtracte 

15-202 Factors in Determining Costs e Factors to be considered in 
determining costs include (a) conformity with the composition of total 
cost outlined in paragraph 15»201$ (b) reasonableness in the amounts of 
particular elements of costs | (c) application of generally accepted 
accounting principles and practices; (d) customary practices of absorbing 
certain costs in profit; (e) exclusions of specific elements of costs as a 
matter of public or business policy^ as set forth in this section; and (f) 
exercise of good business Judgment in incurrence of the cost a 

15-203 Contractor's Accounting System o Subject to the obsenrance of 
the cost principles set forth in this section^ any system of accounts and 
any method of cost accoimting or estimating will be acceptable^ if they are 
in accordance with generally accepted accounting principles and practices 
and if they produce equitable results under the particular circumstances* 

15-204 Direct vso Indirect Costs c Every acceptable method of cost 
accounting or estimating embodies the principle of direct costing of certain 
materials and subcontract worke Direct costing of productive labor is general 
practice o Other expenses may be costed directly^ but generally are allocated 
to products, job orders, or contracts, etCo on an arithmetical basis in ratio 
to appropriate measures of performance* Such allocated expenses are texned 
"indirect costSo" 

15<-205 Direct Costs * There are no absolute rules to detennine lAiich items 
or elements of cost should be direct costs* However, direct costs should^ in 
general, comprise every major item of cost (actual or estimated) %Aiich can be 
identified with the unit being costed, whether the unit is product, job order 
or contract, unless such item of cost, in fact, has substantial proportionate 
applicability to more than one class of work* Vlhen of major consequence, 
travel, commissions, advertising, engineering services and other expenses 
should also be so treated* Unless inequitable, the contractor must follow a 
consistent pattern of costing, and must follow the same pattern in costing both 
defense and non defense products and services when engaged ixr^^f^Ked^roduction* 
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15-206 Indirect Costa c Indirect costs ^ lAiich have the character of common 
or joint costs^ usually consist of indirect materials, indirect labor, 
and other items of indirect expense « These costs generally are grouped in 
classes as follows s 

(a) Manufacturing (shop, laboratory) expenses (often termed ^'manufacturing 
overhead" or "burden" lAich are incurred in fabricating the article 
or service rendered| 

(b) Engineering expenses to extent not included in (a) or (c)s 

(c) Selling and distribution expenses, incurred in marketing the products 
manufactured? 

(d) General and administrative expenses incurred in the overall management, 
supervision, and conduct of the business; 

(e) Financial and other expense So 

15«206ol Methods of Allocation , No general rules regarding allocation 
of indirect costs to products. Job orders, or contracts can be stated for all 
cases, because the nature of the particular operations and the actual conditions 
in each instance determine the most suitable method or methods to be employed^ 
Any method of allocation of indirect costs will be acceptable if it is in 
accord with generally accepted accounting principles and practices and if it 
produce 8 equitable results under the particular circumstance So 

15-207 Use of Standard Costs in Det ermininp ; Historical (Actual) Costs . 
Where contractore have satisfactory cost systems^ standard costs of products, 
or parts thereof, with appropriate adjustments for variances from actual 
costs, may be considered to represent historical (actual) costs, provided 
such costs reasonably reflect the application of the principles and standards 
set forth in this sect ion o 

15-208 Cost Estimates 

15«208ol Use of Historical Costs ^ Regardless of the method used (standard, 
job-order or process), unmodified historical cost data, when used in the pre- 
paration of cost estimates^ do not provide a satisfactory standard of future 
perfomance and should not be useda VOiere no more satisfactory cost data 
are available, historical costs may be used in^ the >|»^paration of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable to future production* 

15«208o2 Use of Predetermined Rates for Indirect Expenses (Overtiead 
Costs) ft Indirect expenses must always be predicted for purposes of 
cost estimates* This involves determination of expense rates in accordance 
with idiatever reasonable method or methods of expense allocation are followed 
by the contractoro Vlhere budgeting based upon distinguishing between fixed 
and variable expense? and upon estimating variable expenses in proportion to 
anticipated levels of producdtlon or woric load are used, such budgets provide 
the best means for estima?bing expense rates. Historical indirect expenses, or 
e:qpense rates, are not to be used as the equivalent of budgeted rates for this 
pruposeo 



ASPR Case S3-hh 
8/15/56 

15-20U.2 (aa) Trainiiic a nd Educa tional Costs > (l) Costs of 
preparation and maintenance of a prograin of instruction at non- 
college level, designed to increase the vocational effectiveness 
of bona fide employees, including training materials, textbooks, 
salaries or warjes of trainees during re£,-ular working hours, and 

(i) salaries of the director of training and staff 
\>rhen the training program is conducted by the 
contractor; or 

(ii) tviition and fees when the training is in an 
institution not operated by the contractor^ 

are allowable. 

(2) Costs oi part-time technical, enr-ineerin^; cjid scientific 
education, at an under- (graduate or post-:jraduate college level, 
related to the job requirenents of bona fide employees, including 
only. 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational instj.t^^tion; 
(iv) sti'-aisht-time com^Densation of each employee for 

time spent attending classes during working hours 
not in excess of 156 hours per -/ear vrhere circum- 
stances do not permit the operation of classes or 
attendcjice at classes after regular workin;- hours; 
and 


ASPR Case 53-UU 
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(v) (A) tuition charged by the educational institution^; or 
(B) in lieu of tuition, instructors' salaries and 

the related share of indirect cost of the educa- 
tional institution, to the extent that the sum 
thereof is not in e::cess of the tuition i^hich 
would have been i^aid to the participating 
educational institution; 

are allowable. 

(3) Costs of tuition, fees, training materials and textbooks 
(but not subsistence, salary, or any other emoluments) in connection 
with full-time scientific and engineering educar.ion at a post- 
graduate (but not under-graduate ) college level related to the job 
require.-iients of bona fide e:niployees for a total period not to 
eicceed one school year for each errployee so trained, are alloTjable. 
In uiiusual cases where required by riilitarj'^ teclinolo^y, the period 
may be e:-:t ended, 

(li) Maintenance ex-i^ense, and nor^^^al depreciation or fair 
rental, on facilities OTTiied or leased b:f the contractor for training 
purposes are allowable to the e:ctent set forth in (k), (c) and (t) 
above;, respectively. 

(5) Grants to educational or training institutions, including 
the donation of facilities or other properties, scholarships or 
fellowships, are considered contributions (see ASPR l5-20U.3(c)). 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Conunercial Organizations 


15-200 Scope of Part , This Part sets forth principles and standards for the 
detennination and allowance of costs in connection with cost- reimbursement 
type contracts and cost-^'eimbursement type subcontracts thereunder for pro- 
curement of supplies, services, and research and development woik, with con- 
tractors or subcontractors other than such contracts and subcontracts to 
which rarts 3, Or 7 apply. 

1$-201 Basic Considerations # 

l$-201el Composition of Total Cost ^ The total cost of a cost-reimbursement 
type contract is (i; the allowable direct costs, plus (ii) the allocable por- 
tion of allowable indirect costs, less (iii) any applicable credits • 

15-201,2 Factors Affecting Allowability of Costs , Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) sig- 
nificant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items* 

1$-201,3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to ary allowed cost shall be credited to the Government either as a reduction 
in contract cost or a cash refund, as appropriate, 

15-202 Direct Costs # 

15-202 >>1 General , Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly to 
the contract or other work, with which identified. This principle may be 
applied to items of cost, such as freight, travel^ cc»nmunications, and en** 
gineering services, as well as materials and productive labor, but when used 
must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor Izems would exceed the resulting 
benefits, individual items, which otherwise would be treated as direct costs, . 
may be treated as indirect costs • Each element of direct cost is subject to 
the limitations of this Part as to allowability, 

15-202,2 Direct Material Costs , Direct idaterial costs include the cost of raw 
materials, purchased items, and items supplied from stock, which iare directly 
incorporated into or attached to the end prodi:ct or which are directly con- 
sumed or expended in the performance of a contract. 

15-202 o3 Direct Labor Costs > Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 


Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

lg-202>U Other Direct Costs ^ Other it^ns of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the perfonnance of the contracts When, 
however, it«ns ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar itans applicable only 
to other work of the contractor m\iet be eliminated f rem indirect costs allocated 
to the Government contract* 

15*203 Indirect Costs * 

1$-203>1 General * (a) Items of cost which are incurred for common or joint 
objectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes by 
logical cost groupings and charged by a process of allocationc Each element 
of indirect cost is subject to the limitations of this Part as to allowability* 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 

a method which will distribute the indirect ^costs in an equitable manner. The 
method used in connection with Goverment contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be applied consistently, and 
produce equitable results. A previously acceptable method shall be subject 
to reconsideration when: 

(i) ary substantial difference occurs between the cost patterns 
of work tinder the contract and other work of the contrac- 
tor j or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset in^rovement 
programs, the inventories, the volume of sales, the 
volxime of production, manufacturing processes, the con- 
tractor's products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203 #2 through 
15-203.5* 

(c) The base period for allocation of indirect costs is the period 
during which such costs are incixrred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but nonaally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. < 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufac- 
turing and production costs consist of items of cost which are attributable 
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to the maniifactiHing and productive process as a whole* Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equity* Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclxisive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in detemining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

l$-203*3 Indirect Engineering Costs . Indirect engineering costs include such 
items as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise may include product design, tool design, esqperimental 
development, manufactxuring and production developraent, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASPR 15-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-pey shift, and multi-shift work), or some other 
equitable basis. 

1$-203>U Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U#2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consu]l.ting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure selling, are allowable if a reasonable benefit to 
Government contracts is dejmonstrated. Such costs shall be allocated to the 
contractor's commercsial work and its individ'icl Government contracts on an 
equitable basis. Because of the special prcbiems that arrlse in this area, the 
contractor should idcntiiy in its records, by moans of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work af 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of general and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input costs (processing costs plus direct material); 
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•'■■i±v^ oast of f,., canpletedj 
(r) cost of salesj and 

(vi) sales (where no more satisfactoiy method is available). 
i^I^ Principles and Standards for Selected Items of Cost . 

^^T^Qj^'^ General, Applications of the above basic cost principles and stands 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all Items, whether cr not specifically covered, determination of allowability 
shall be based on the principles and standards set forth in this Part and, 
where appropriate, the treatment of similar or related items, . 

15-201^.2 Costs Allowable, in Whole or in Part . 

(a) Advertiging Costs . Advertising costs include the cost of ad- 
vertising media and corollary administrative costs. Advertising media include 
magazines, newspapers, radio and television programs, direct mail, trade 
papers, outdoor advertising, dealer cards and window displays, conventions, 
exhibits, free goods aid samples, and sales literature. The following adver- 
tising costs are allowable: 

(i) advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
for sale but is placed in journals which are valuable for 
the dissemination of technical information within the con- 
tractor's Indus tiyj and 

(ii) help wanted advertising, as set fo*rth in (t) below. 
All other advertising costs are unal.owable« 

(b) Bidding Costs . Biddiig costs are the costs of preparing bids 
or proposals on potential Government and non-Government contracts or projects, 
including the development of engineeiing and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsucc«ssful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no biddiig costs of past accounting periods shall 
be allocable in the current period io the Government contract j however, the 
contractor's established practice miy be to treat bidding costs by some 
ather recognized method. Regardles; of the method used, the results obtained 
may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defaise costs are those incxurred 

in planning for, and the protection of life and pnoperty against, the possible 
effects of enemy attack. Heasonablj cost* of civil defense measures (in- 
cluding costs in excess of normal jLant pFctection costs, first-aid training 
and supplies, fire fighting tradLniri and equipment, posting of additioMl 


exit notices and directions > and other approved civil defense measures) under- 
taken pursuant to suggestions or requirements of civil defense authorities 
are allowable when allocated to all work of the contractor* Costs of capital 
assets acquired for civil defense purposes shall be depreciated in accordance 
with (f ) belowe Contributions to local civil defense funds, or to projects 
not on the contractor's premises, are allowable. (See (e) below). 

(d) Compensation for Personal Services . (1) Compensation is 
allowable siibject to the specific limitations set forth hereunder. The term 
"compensation" includes all amounts paid or set aside, such as pension, re- 
tirement, and deferred compensation benefits, salaries, wages, royalties, 
license fees and bonuses. Subject to specific limitations set forth here- 
under, the total compensation of an individual may be questioned and the 
amo\mt allowed may be limited j and in connection therewith, consideration 
will be given to the relation of the total compensation to the searvices 
rendered. Compensation to sole proprietors or partners, ho^rever, is allowable 
only to the extent specif ically provided for in the contract. 

(2) Generally, the amount of compensation established by the 
contractor will be considered commensurate with the services rendered. How- 
ever, compensation of individuals such as corporate officials, directors, 
executives, department heads, may be subject to special consideration and 
limitation as to allowability for contract cost purposes where amounts appear 
excessive. Some situations which may give rise to excessive compensation are 
where (i) the individual or member of his immediate family owns or is 

, committed to acquire a substantial financial interest in the contractor's 
organization J or (ii) ownership of the contractor is limited to a small 
cohesive group; or (iii) the volume of Government contracts when related to 
the contractor's total business is such as to influence the amount of com- 
pensation. 

(3) The cost of options to purchase stock of the contractor 
corporation granted, to employees is not allowable as an item of cost. 

(k) Subject to the provisions of (5) below, bonuses to em- 
ployees, such as production incentives and suggestion or safety awards, rep- 
resent a part of their total compensation and are allowable when appropriately 
allocated, if they are: 

(i) Incurred pursuant to an arms length understanding 
between the contractor and the employees before the 
services are rendered or pursuant to an established 
plan consistently followed by the contractor. 

(ii) Reasonable in amount when considered in the light 
of total compensation for work done. 

(iii) Incurred for ciirrent services actually rendered by 
employees. 


(iv) Available to all employees of the contractor or to 
all employees vithin a group or salaiy classifica- 
tion which is not unreasonably restricted. , 

(v) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes • 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be aiy 
plan (immediate or deferred-regardless of method of 
payment or participation)which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit* 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) Compensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (h) above* 

(B) Eknployer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenae^Service# 

(6) Stock Bonus Plans * Stock bonuses which are not disallowed 
hy the provisif^ns of (5) above are acceptable as a f om of compensation, and 
the costs thereof are allowable subject to all conditions pertinent iinder sub- 
paragraph (h) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calcxilating such cost must be computed on a sound 
basis* 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
anus-length agreement and the values ascribed to such 
stock are fair and reasonable* 
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(iv) Claims for accruals of compensation iinder a stock 
bonus arrangement prior to acquisition of stock by- 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees. 

(7) The determination of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premixjms 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively. 

(e) Contribntions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his industry or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are expected of the contractor by the 
commiinity and it can r easonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amount of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past ccxitributions, particularly those made prior to the 
placing of Government contracts© The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but this condition 
does not, in itself, justiiy allowability as a contract cost. 

(f ) Depreciation ^ (1) Depreciation is a charge to ctirrent opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner. It does not jjivolve a process of valuation. Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life. 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 19Sh); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a properly cost basis which could have been used 

the contractor for Federal income tax purposes 
had such organizations been subject to the payment 
of inccme tax; and in either case 

(iii) by the consistent application to the assets concerned 
of any generally accepted accounting method, including 
those recognized by Section 16? of the Internal 
Revenue Code of 195h^ 
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Depreciation shotild usually be allocated to the contract and other woric as 
an indirect cost# The amount of depreciation allowed in any accounting 
period may, consistent id.th the basic objectives set forth in (1) above, 
vaiy with volume of production or use of multi-shift operations* 

(3) Where a contractor has received a deteimination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility* 
Vftiere an election is made to use nomal depreciation, the amount thereof 
shall be computed in accordance with (2) above* Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the anergency period (5 years), 

shall be computed in accordance with the deteimina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (ii) below); 
provided the remaining undepreciated portion of 
such cost shall not include any amount of unrecovered 
"true depreciation*" 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production* 

(5) Unless otherwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fuUy de- 
preciated on the contractor's books or acquired without cost* Use charges 
for assets not fully depreciated on the contractor's books are unallowable* 

(g) Employee Morale, Health, and Welfare Costs and Credits * 
Reasonable costs of health and welfare activities, such as house publica- 
tions, health or first-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor's established practice or 
custom in the industry or area, for the improvement of working conditions, 
employer-employee relations, employee morale, and employee performance, are 
allowable* Such costs shall be eqiaitably allocated to all work of the 
contractor o Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations* 
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W Food Servi ce Costs and Credits . Food services include 
Wh iSf.^ furnishing facilities for cafeterias, dining rooms, canteem^^ 

'Z^'^"^/*''^"®^* ^^^^ ^yP^s °^ services for the co^ 
tractor's employees at the contractor's facilities or facilities controlled ^ 
ly the contractor. Profits (except profits irrevocably set over to an - 
employee welfare organization of the contractor in amounts reasonably 
useful for the benefit of the anployees at the site or sites of contract 
performance) accruing to the contractor from the operation of these ser- 
vices, whether operated by the contractor or by a concessionaire, shall be 
treated as a credit, and allocated, to all activities served. Reasonable 
xosses frm operation of such services are allowable when it is the policy 
Of the contractor to operate such services at a profit or at cost: provided, 
however, that such losses are aUocated to all activities served. When it 
is rne polipy of the contractor to furnish such services at a loss, losses 
on such operation shall not be allowed as a cost unless specifically pro- 
vided for m the contract, ir f 

« .J ^ J^L ^J^i"ge Benefits. Fringe benefits are allowances and services 
provided by the contractor to its emplcyees as compensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holid^s, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, emplcyer-employee agreement, 
or an established policy of the contractor (but see (d) above, and (j)(3)(v), 
(o) and (x) below), vj/w/x /, 
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( j) Insurance and Indemnification, 


(1) Insurance includes (i) those types of insurance irtiich the con- 
tractor is required to carry \inder the tenns of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the contract. 
Indemnification includes securing the contractor against liabilities to third 
persons not con5)ensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the perf onnance of the con- 
tract, are allowable subject to the following Ijbnitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part J 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are imallow- 
able except to the extent that the Government shall have 
approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 

(k) The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are \inallowable . 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactoiy rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs ^ 


(1) Costs, necessary for the upkeep of property (including Govemment 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life , but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U,3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. LikeTJise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract, 

(m) Manufacturijig and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and ii!5>rove- 
ment; and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below^ In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash disco\ants was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is pxirchased specifically for and identifiable solely 
with perforraance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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(i) the reHuirements of ASPR 1$-201.2 shaU be satisfied; 

(ii) such costs, including excess contributions (see Section 
i;OU(a)(l)(D) of the Internal Revenue Code of 1951i), shall 
^ not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emempt organizations, the 
amount which could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and vtilcti — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-^erapt organizations, could 
have been disallowed for tax purposes had such organizations 
uoen subject to the payment of income tax; and 

(iv) in detewiining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover, 
consideration shall be given, in accordance with (A) or (B) 
below, to possible lliture abnormal termination credits or gains 
which may arise with respect to indiTJiduals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment wUl terminate before they acquire a vested right to 
the benefits under such plans 

(A) when such abnomal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such antir^ipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable ~ 

(l) cannot be currently eiraluated with reasonable 
aociiracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs ino\irred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent teriination credits or 
gains unless the Goverrment and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor* 

(4) The allowability of costs of Iximp sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs * Costs of items such as v/ages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary e xpenses to comply with military . . 
security requirements are allowable* 

( s ) Professional Service Costs «^ Legal, Accounting, Engineering, and 
Other o 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204o3(f ) )• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(1) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 
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(iv) whether the proportion of Government work to the oon-- 

tractor*s total business is such as to influence the con- 
tractor in favor of iicurring the oost^ particularly where 
the services rendered are not a continuing natvire and 
have little relationship to work \mder Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(S) Costs of legal, accounting, and consulting services, end related 
costs, incurred in connection with organization and reorganization, defense of 
anti-trust suits, and the prosecution of claims against the Government, are 
unallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract. 

(t) Recruiting Costs > Costs of "help wanted'' advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
TOiere the contractor uses employment agencies, costs not in excess of standards 
commercial rates for such services are also allowable* Costs of special benefits 
or emolments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) > 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors • . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under ccanmon control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership, such as depreciation, 
taxes, insurance, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(5) Unless otherwise specifically provided In the contract, rental 
costs specified in sale and leaseback agreements, incxirred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, borne 
by the lessor, which would have been Incurred had the contractor retained legal 
title to the facilities* 

(v) Research and Development Costs * 

(1) Research and development costs (sometimes referred to as general 
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engineering oosts) are divided into two major oategories^ for the purpose of 
oontraot costing: (i) general research^ also referred to as basic research^ 
fxxQdamental research, pure research, and blue-sky research; and (ii) related 
research or development, also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
toward increase of knowledge in science* In such research, the primary aim of 
the investigator is a fuller knowledge or understanding of the subject \mder 
study, rather than a pii^aotioal apj^lication thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract* 

(3) Related research Is that type of research which is directed toward 
practical application of science* Development is the cystematio use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusive of design, manufacturing, and proJuction engineering 
(see (m) above) • CoEtd of a oonri actor ~s Indepandent re?.at3d rep^aarch and 
development (that which is not 6\:onsor6d Tjy a contraoi, great, or other ari'ange* 
ment) are allowable imder c^ny cost«»reimbUi:sement typs production contract; pro* > 
vided the research and developcent are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the Govern- 
ment the purposes and results of the research and development* Such costs are 
unallowable un'?er cort-reinbiirsement typv research e.ri dsvelopaent contracts* 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed* 

(6) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR l&»204*3(k))« 

(w) Royalties and Other Costs for Use of Patents * Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable* 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wagec:, by contractors to 
workers whose employment is being terminated* Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 
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(2) 


Cos'*:a of sevoranoe pe-yiaent* ara divid^Jd Ixsbo two oategories as 


(i) aotufj normal turnover severance payinents shall be 
allocated to all v;ork performed in tha contractor's 
plant; or, where tho contractor provides for a^oiual 
of pay for normal sevarejioe such method w?.ll be 
acceptabla if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a r©present?/cive past period, and if amounts accrued 
a?^e allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contractor 
s' all bo assigned to the :;ntire pericl of the enplojinent 
oi" the teniilnated employeas and equi'ba^'^ly fc.l\coated to 
all work performed the contractor's pl^»nt during that 
period, A reservation in the final release may be made 
\7hea it is reasonable to assume that severance pay allocable 
to the contract will bs made in the future. 

Special Tooling Costa ^ Tha t.^rm "special -oollng** means property of 
sucii specialized nature thac its use, without cubexontial modification or altera- 
tion, is limited to the produoxion of the particular supvliee or the performance 
of the particular g^ervioes for which aoq'*iired or furnished© It include*?, but 
is not limited to, jigs, dies, fix-bures, molds, patterns, special taps, special 
gaugea^, and tpeciai test eq;>ipiia©nt* Costs of spscial tooling acquired for 
perfonriance of the contract ara allo^/able and shall be charged directly thereto. 

(z) Taxes > 

(l) Taxes are charges levied by Federal, State j. or local goverrunents# 
They do net 5jaclude fine?^ a:id penalties e^icept as cthenrise provided herein* 
In genaral, taxes (including State and local income taxes) which the contractor 
iff required to. pey end which are paid or accruec. in accordance with generally 

t.' ;r '-?d *r.- .-^ov-i-j-.t'np; principles are allowable, except for: 

(i) Federal income? &r»d excess profits taxes: 

(ii) taxes in comiaotion with financing, refinanoiiig -^r refiaading 
operations (seo ASPS 15-204.5(f ))^ 

(iii) ta;;es from which sxemptiojis are available to tho contractor 
directly or available to the contractor based on an eicemption 
afforded the CrOTorrment except when the contracting officer 
determines that the adminifitrative burden incident to ob* 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on, land which represent capital im- 
provements o 

(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(a) determine the legality of such assessment or, (B) secure 
a refund of such taxes o 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable • Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are als© allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbizrsed by the 
Government for the taxes, interest, and penalties* 

i^^) Trade, Business, Technical, and Professional Activity CostSo 

(1) Memberships o Costs of membership in trade, business, technical, 
and professional organisations are allcwable* 

(2) Subscriptions o Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(2) Meetings and Conferences o Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowableo 

(bb) Training and Educational Costs . 

(1) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, desigred to increase the vocational effectiveness of bona 
fide employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(it) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allcmrable» 

(2) Costs of part-time technical, engineering and scientific education, 
at an under-graduate or post-graduate college level, related to the 30b require- 
ments of bona fide employees, including only: 

(1) training materials; 

(ii) textbooks; 

(ill) fees charged by the educational institution; 

(iv) tuition charged by the educational institution, or in 
lieu of tuition, instructors* salaries and the related 
share of indirect cost of the educational Institution, 
to the extent that the sum thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutl'on|a.Bnd 

(v) straight-time compensation of each employee for time spent 
attending classes d\aring working hours not in exoess of 
156 hours per year where circumstances do not permit the 
operation of classes or attendance at classes after 
regular working hours; 

are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in connection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school year for each employee so trained, are 
allcjwable* In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities ovmed or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectivelyo 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs ♦ Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchaised, in process, 
or delivered* ^%en such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above)* ^ere identification with the materials 
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received oannot readily be madej inbound transportation costs may be charged to 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect* Outbound freight, if reinbOTsable omder 
the terms of the contract p should be treated as a direct cost# 

(dd) Travel Costs o 

(1) Travel costs include costs of tremsportaticnj lodging j subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official compcuiy business o 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business end applicable to the entire business are allowable© 
Such costs shall be equitably allocated to all work of the contractor • 
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(3) Subsistence and lodging, indxiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently folio::: o d# 

(U) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General » 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders* meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and foniis to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
eqxiitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-20U.3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

r 

(i) ASPR l5-20U.3(e) 
(ii) ASPR l5-20U.3(i) 
(HI) ASPR l?-20U.3(k) 

15-20U^3 Unallowable CostS o . 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs., and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of ifdiich cannot be foretold 
Tri.th certainty as to time, intensity, or even with an assxrrance of their 
happening, ai-e unallowable. (For self -insurance programs, see ASPR 
l5-20U.2(j)), 

(c) Entertainment Costs. Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-.20U.2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are \mallowable except when incurred as a result of compliance 

with specific provisions of the contract, or ins time tions in writing from the 
contracting officer. 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l5-20ii.2(z) (but see ASPR 
l5-20U.2(ee)(l)). 

(g) Losses on Other Contracts . An excess of costs over income \inder 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejqpenditures, such as incorporation fees, 
attorney's fees, accountants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raiding capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation). 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property* Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General * 

(1) In addition, certain costs discussed in ASPR 15-20U.2 are 
stated to be unallowable. See for examples 

(i) Advertising Costs, ASPR l5-20li*2(a), last sentence; 

(ii) Compensation for Personal Services, ASPR 15^20U.2(d)(3) 

(iii) Depraeiation, ASPR l5-20ii.2(f and (5), last sentence; 

(fv) Professional Service Costs - Legal, Accoiinting, Engineering, 
and Other, ASPR l5-20li*2(s)(3), first sentence; 

(v) Recru5.ting Costs, ASPR l5-20ii*2(t), last sentence; 

Cvi) Royalties and Other Costs for Use of Patents, ASPR l5- 
20l4.»2(w), both provisos; and 

(vii) Taxes, ASPR l5-20li.2(z)(l)(i) through (±7). 

(2) Certain other costs discussed in ASPR l5-20U»2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for example: 

(i) Depreciation, ASPR l5-20U.2(f first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i[.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (ii); 

{iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
- ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASPR l5-20U.2(p), second sentence; 

(vii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20li.2(s)(3), last sentence; 

(viU) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR l5-20U.2(tt)(3)j 

(ix) Royalties and Other Costs for Use of Patents, ASPR iS- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2)} and 
(xi) Travel Costs, ASPR l$-20U.2(dd)(U). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Comnaercial Type Accounting Systems 

15-200 Scope of Part. This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201.1 Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the estabiis'hed practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate, 

l5-20'2 Direct Costs. 


15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
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to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202„2 Direct Material Cost So Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202«3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costso 

15-202.4 Other Direct Costs. Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15- 203 Indirect Costs. 

16- 203ol General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a processs of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 
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(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^uch base periods will be used as will be required to represent the 
period of contract performance. 

15-203,2 Indirect Manufacturing and Prjaduction Costs. Indirect manufactur- 
ing and production costs consist of items of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or machine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(v) (4)) on the basis of direct engineering man-hours expended, 
direct engineering labor dollars (exclusive of prenniums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to technical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Government contracts is demonstrated. Such costs 
shall be allocated to the contracijor 's commercial work and its individual 
Government contracts on an equitable basis. Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 
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(iii) the ratio of each of the several cost components to the total 
cost of the contract (exclusive of general and adnainistrative 
costs) compared to the corresponding ratios for the con- 
tractor's plant or activity as a whole; and. 

(iv) other revelant factors including those mentioned in ASPR 
15-203. 1(b). 


15-204 Principles and Standards for Selected Items of Cost. 

15«204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination, of allow- 
ability shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part . 

(a) Advertising Costs . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technical journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Governnnent and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period, of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack, Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipmervL, posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal- Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. ' 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (I), above, vary 
with volume of production or use of multi-shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or '4rue" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation,'^ the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for currant and 
immediately prospective production. 
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(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations, 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all. activities served. Reason- 
able Ipsses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) Fringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnificjattion. 


(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the cpntractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circupristances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 


(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self-insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating ccnditici, are allowable ^(but see ^S"PR 
15-204. 3(d)). Expenditure s^for plant and equipment which, according i-o 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation aare^-allowaMe only on a depreciation basis. 


(2) Costs of maintenance and repaiir which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and pash discounts, and credits for scrap 

and salvage and nriaterial returned to vendors.. ^Such income and other credits 
shall either be credited dxrectily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash dis counts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include * 'write-downs" or ''write-ups'* of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly manufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra^Pay Shift , and Multi -Shift Premiums, The 
premium portion of overtime, extra-pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of . such premium costs al located to non-Governnnent 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidenta^l and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if/ 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Departnrient will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Cong., 

2d Sess., 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the- 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-2i)1.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a)(i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the annount claimed and deductible for Federal inconme 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
-organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade^ either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a method of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs , Costs of items such as wages, uniforms, • 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs - Legal, Accounting, Engineering, and 


Other- 


(1) Costs of professional services rendered by the menmbers of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 

business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs . Costs of *'help wanted'* advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in recruiting* personnel, and travel 
costs of applicants for interviews for prospective employment are 


16 


allowable. Where the contractor uses employment agencies, costs not in 
excess of standard commercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life 
expectancy^ condition ;.arid Jv:alue- of tH^ facilities leased^ options avarTable.; 
and other provisions o{ the rental aoreement. 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership,, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. "~ "~ 

(3) Unless otherwise specifically provided in :the contract, rental . 
costs specified in sale and leaseback agreements, incurred by contractors ^ 
through selling plant -facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research^ and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
a£rangennent) are allowable to the extent specifically provided in the contract. 
/Generally, the contractor shall be required to disclose to the Governnaent 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nnay accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are alloca^ted to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized) * 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents. Royalties on a 
patent or invention, or anaortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided. that where the Governnaent has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor *s part, or (iv) circum- 
stances of the particular employment. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocabLe to the contract will be made in the future. 

(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance v^ith 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests instructipns from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
directipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc- 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government. 

(aa) Trade, Business, Technical, and Professional Activity Costs , 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professipnali and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities fbr meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissenaination of 
technical information or the stimulation of production, are allowable. 

(bb) Training Costs. Costs of preparing, and maintaining a program 
of instruction designed to increase the overall effectiveness of employees, 
including costs of the director of training and staff, training materials, 
and text books, and tuition and fees whien part-time training "is -conducted 
by educational institutions, a-re allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa- 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCipn with the materials received can- 
not readily be made, inbound transportation costs naay be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no; rrial course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all woVk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(e); 

(ii) ASPR 15-204.3(1); and 

(iii) ASPR 15-204. 3(k). 

15-204.3 Unallowable Costs. 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers* accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves . Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable, (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for: current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 


23 


(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204, 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over income 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other conti^^act is of a supply, 
research and development, or other nature, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and or.gaa 

izers-, in connection vsJ^th [i] organization or reorganization of a business, 
or (ii) raising k:aLpital. aire unallowable (see (f) above)c 

(i) Precontract Costs. Precontract costs are those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation) . 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi- 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General, 

(1) In addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other. ASPR 15-204. 2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Taxes, ASPR i5-204.i-(z)(l)(i) throug^h (iv). 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in sonne cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

iii) Depreciation, ASPR 15-204.2(f)(5), first sentence; 

(iii) Food Service Cogts and. Credits, ASPR 15-204..2(h), 
last sentence; 

(iv) Insuranfce and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), .and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o). second sentence; 

(vii) Patent Costs, ASPR 15 -204. 2 (p), second sentence; 


(viii) Professional Service Costs - Legal. Accounting, Engineering, 
and Other, ASPR 15-204. 2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs, ASPR 15-204,2(z)(2); 

(xii) Trainijig Costs, ASPR. 15-204. 2(bb), 

last sentence; and. • 

(xiii) Travel Costs, . ASPRl5-204.2(dd)(4). 
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i^a'/s-ss: ift ii/i/55 

\ ^ /^Jtc^ l!^ ^^^^ ■ SECTION 3W SUBCaHlT'i^iJ 

i.>^-2Q0 SCOPE UF PART . This part sets fcsrth principles and standards for the deter- 
mination and allowance of costs in connection with cost-reirabxursement type contract- 
and cost-reimbursement, type subcontracts thereunder for procurement of 8\q?plies, 
services, and research and development work with organizations having coinmerciri 
type accounting systems* However, this part, does r^ot apply to contracts for f acil- 
ities, construction and architect-engineer services related to construction. 
15-201 BASIC PRINCIPLES AND STANDARDS * 

a. Cons?osition of Total Cost > The total cost of a cost-reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properly 
allocable portion of allowable indirect costs and (iii) applicable income, and other 
credits. 

b. Factors Affecting Allowability of Costs . The factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) application 
of generally accepted accounting principles and practices, (iii) significant devia- 
tions in the established practices of the contractor which substantially increase 
the contract costs, and (iv) any limitations as to types or amounts of cost items 
set forth in this Part 2 of Section XV or otherwise included in the contract* 

c. Credits . The applicable portion of income and other credits, rebates, 
and allowances, received by or accruing to the contractor and which are related to 
any allowed cost will be credited to the Govemraent either as a reduction in craa- 
tra6t cost or a cash refund, as appropriate. 

4, Contractor's Accounting System ^ The requirements concerning record 
keeping and approval of the contractor's accounting procedures and practices are 
set forth in the "Records Clause" (See ASPR 7-203.7). . 

15,202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate ^ireof ,^ which can be identified 
specifically with any objective, seandce, program or rarojept under the conteaet and 
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are chargeable directly i;neretOt liajor items of cost reaaily identifiable with tlx 
contract or with other work of the contractor should be charged directly thereto^ 
This principle may often be applicable to such el^ents of expense as freight, 
travel, coiranunications, engineering services, etc#, as well as the normal items of 
' materials and productive labor# Hoi^rever, when the contractor is engaged in mixed 
production, this principle must be applied consistently to the costing of both 
defense and non«defense products or services, in order to produce equitable result8« 
When the accounting expense of direct costing of minor items would exceed the 
resulting benefits. Individual items, otherwise allowable as direct coists, may be 
treated as indirect expenses • 

15-'202#1 DliiECT MATERIALS ♦ The cost of direct materials includes the cost of all 
items purchased, supplied, manufactixred or fabricated, which enter directlj'^ Ls.zo 
the end product or which are used or consmed directly in connecticm with furnishing 
such product* Costs of reasonable overruns, spoilage, and defective work may also 
be included (as to defective work, see paragraph 7-»203f5(c))# 

15-202 #2 DIRECT LABOR. The cost of direct labor includes salaries and wages speci-** 
f ically identifiable with and properly chargeable directly to the performance of 
contract or other work of the contractor* Average rates may be used where it is 
demonstrated by the contractor that the results are equitable* Direct labor may 
also include other associated costs such as payroll taxes and workmen's compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs* 

15-202*3 OTHER DIRECT COSTS > Where other items of cost are charged directly to the 

contract consistent with paragraph 15-202 above, the contractor must demonstrate 

that they are specifically related to the performance of the contract* When, how-^ 

^ ever, items ordinarily chargeable as indirect costs are charged to a Govemr.ie:vh 

contract as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated from indirect costs allocated to the contract* 
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l|-203 B^DIRECT COSTS > . • ♦ • 

(a) Indirect costs are expenses which are incurred for common or joint ob- 
jectives, are acctmulated for accounting purposes by departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 

• ' tractor by a process of allocation* Each element thereof is subject to the limita- 
tions of this part as to allowability* 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance mxist be taken into accour: 
in determining the most suitable method or methods* The objective should be ol.e 
selection of a method or methods vihich will distribute the indirect costs in a fair 
and equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform idth generally accepted accounting practices, be 
applied consistently, and produce eqxxitable results. A^y significant change, such 
as in the nattare of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing processes, 

or the products being produced, may require reconsideration of the methods previously 
in use to determine whether th^ continue to be equitable* Further discussion 
relative to allocation of the individual categories of Indirect costs will be found 
in the subparagraphs below* 

15^203 #1 INDIRECT MANDFACTURING AND PaODUCTION EKPENSES * Indirect manufacturing 
and production e35)enses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202 • Allocation of indirect manufacturing and produc- 
tion expenses on a time basis, such as direct labor man-hours or machine-hours, is 
a method which generally produces accuracy and equity. Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and prime co^ts of units processed* The contractor may 
departmentalize or establish cost centers in order to distribute equi1iab3y the 
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indirect costs • The factors to be considered in determining the extent of depart- 
mentaliaation or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products* 

l$-203>2 DJDIHECT EMGIMBBRING EXPENSES # Indirect engineering expenses include 
engineering supervision, engineering administrative expense, engineering general 
supplies, and other related expenses • These expenses arise out of engineering 
activities which may include product design, tool desi©a, experimental development, 
manufacturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting* 

Indirect engineering expenses should be allocated to the benefited ':c.\v« 
ities, ite., ccaitract and other work of the contractor C MW^S^I^faf^lftp^^ 
-nrnni^h'^^ } on the basis of direct engineering man-ho-ugg expended, direct 

engineering labor dollars (exdlusftve of overtime^ premium), or other equitable ba£:.e# 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i#e», contract and other work of the contractor in accordance ndth 
paragraph 15- 202 • 

15-203 >3 SELLING AND DISTRIBUTION EXPETJSES * The expenses in this group consist of 
items which represent the cost of marketing the contractor's products and include 
sales promotion, advertising, distribution costs and other related items • Generally 
such expenses are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts for the reason that marketing, in the ordinary 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable demonstration of benefits to Government contracts and 
subject to the other provisions of this part, there may be an allocation to goveni- 
nent work of those eaqpenses in this category which consist of technical, consulting 
and such other beneficial services (including related supervision and clerical 
expenses) which are for purposes such as application and adaptation of the 
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extractor's products rather than pure sellings Such costs should first be allocatec 
between the contractor's commercial line and its Government contracts^ The amount 
allocated to the latter should then be charged to the individual contracts on any 
equitable basis • Because of the special problems that arise in this area, it is 
usually desirable for the contractor to identify in its records by means of sub- 
accounts or otherwise, the items of these eacpenses considered properly allocable to 
Government contracts* 

15'»203*U CENSRAL A!iD ADMINISTiaATIVE EXPENSES ^ General and administrative eDcpenses! 
consist of costs incurred in the over-all management, supervision and conduct of 
the business • Any recognised method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained. Some of the 
factors that should receive consideration in determining whether the results are 
equitable are (i) the cost pattern of the Government contracts (that is, the per- 
centage of the total cost of the contract, exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, and (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work* In addition, considera- 
tion should be given to any significant variations of inventories between accounting 
periods, variations in the ratio of contract inventory levels to all other inven*^ 
tory levels, and other relevant factors including those mentioned in para. l5-203(b)* 
15-203 #5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPglSES . The base period for 
allocation of indirect expenses shoiald ^pa^^^ ^T^ie^^ of contract performance 
» should be roprooontative of that period ic — Tho baco period should be sufficiently 



long to avoid inequities in the allocation of costs^ -^'^^^^'^^ 
15«20U APPLICATIONS OF BA^C COST PRINCIPLES Atfl) STAIiDARDS TQ SELECTED IlEMS OF COSl 
This paragraph states, in some detail, applications of the basic cost princip^ie2 
cr.d standards set forth in the preceding paragraphs of this part to certain selected 
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%tems of cost# The statements herein apply irrespective of whether the particular 
it«n of cost is treated by the contractor as direct cost or as indirect cost# 
Failure to mention any particular item of cost herein is not intended to imply 
that it is Bither allowable or unallowable, vath respect to those items not speci- 
fically covered, as well as all the subparagraphs below, determination as to allow- 
ability will be made in the light of the basic principles and standards herein and, 
where appropriate, the treatment of similar or related items in this Part. 
l$-20l;»l ADVERTISIMG > Advertising expenses include the costs of advertising media 
and coroUaiy administrative expenses. Advertising media include magazines, .v:. 
,:)apers, radio and television programs, direct mail, trade papers, outdoor adver- 
•Rising, dealer cards and window displays, conventions, and exhibits, free goods 
and samples, and sales literature. 

a. The following advertising costs only are allowable; 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor* s industry. 

(2) Help wanted advertising, as set forth in paragraph 15-20U.32. 
l$-20ix.2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers' accounts and other claims, and 
include related collection expenses and related legal expenses. These costs are 
unallowable. 

15^26U.3 BIDDIHG EXPENSE . Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to support the qcMitractor' s price proposal or estimated 
cost of work performance. Bidding expenses of the current accounting period of 
both successful and unsuccessful bids normally will be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 
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bidding expenses of past accounting periods will be allocable in the current period 
to the Goveiment contract. However, the contractor's established practice may be 
to treat bidding expenses by scwie other recognized method. Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable. 

15-20U.U CAFETERIAS, DINING ROOMS » Alfl) OTHER FOOD SERVICES . This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operatioi of these services whether operated 
by the contractor or a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 
e-ccept for services from which the profits are irrevocably set over to an eii«>loyee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the employees at the site or sites of contract perfomance. Reasonable 
losses of operation f rran such services are allowable when it is the polipy of 
the contractor to operate such services at no loss or profit; provided, however, 
that any gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts. When it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
will not be allowed as a cost, unless authorized special contract provision. 
I5«'20lt.5 CIVIL DETEHSE * Civil defense costs are those incurred in the planning for 
and the protection of life and property against the possible effects of enemy attack. 
These costs are generaUy incurred pursuant to plans developed by local and state 
civil defense authoidties. Examples of civil defense costs include cost in excesp 
of normal plant protection expenses and may consist of first-aid training and 
supplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Seasonable costs of civil 
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defense measures indertaken ai the contractor's premises pursuant to suggestiois or 

requirements of civil defense authorities are allowable when allocated to all work 

of the contractor. In the case of capital assets, acquired for civil defense 

purposes the costs thereof will be depreciated over a reasonable number of years in 

conformity with generally accepted accounting principles. Except as specifically- 
civil 

provided in the contract, contributions to local/defense funds or projects not on 
the contractor's premises are unallowable* 

l$-20it.6 COMPENSATION FOR PEaSOHAL SERfflCES , (To be inserted later on this page 
and pages 1509, l5lO and 1511). 
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l $>20li#7 CONmcga^CIES t This type of charge results irom the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
Tdlth certainty as to time, intensity or even an assurance of its happenings These 
costs are not allowable^ (For self -insurance programs see paragraph l5-20li.l5)# 
1$>20U#8 CONTRIBUTIONS AMD DONATIONS . Contributions and donations to established 
nonprofit charitable, scientific and educational organizations are allowable pro- 
vided that such costs are reascaiable and are properly allocated to all voi±i 

The propriety of the amount of particular contributions and donations and 
oiie aggregate thereof for each fiscal period must be Judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Government contracts. The amount of each allovrable contribution must be deductible 
for purposes of Federal income tax, but the deductibility of the contribution for 
income tax purposes does not in itself justify its allarability as a contract cost. 
l$-20i;>9 DEPRECIATION > 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated residual 
value, over their estimated useful life in a systematic and logical manner* It 
involves a process of allocation, not of valuation. Useful life has reference to 
the prospective period of economic usefulness in the particular contractor's opera- 
tions as distinguished from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 

is based upon original acquisition cost. Depreciation will be accounted for by con- 
sistent application to the as set (s) concerned of any generally accepted accounting 
principles, including those recognized by Section 16? of the Internal Revenue Code 
of 195U, and should usually be allocated to the contract and other work as an 
indirect cost. The amount of depreciation charged in any accounting period may 
vary with volume of production or use of multishift operations, provided the method 
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followed is consistent with oasic objectives set forth la' suoparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such faciUties as are reasonably necessaiy for standby purposes. 

d. Ifeless otherwise provided in the contract, no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 
consistent accounting pracUce, folly depreciated on the contractor's books of 
account. 

e. Where the contractor has applied for, received, and accepted a deter- 
mination of "true depreciation" from an Emergency Facilities Board covering an 
eaei^ency faciUty acquired under a certificate of necessity, the amounts so deter- 
maed for "true depreciation" over the emergency period (5 years) will be recognised 
in Ueu of normal depreciation. After the expiration of the emergency period for 
the faciUty concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depreei- 
ated over its remaining useful life and willJie_the_only amount r«c<snised as 
allowable cost, subject to paragraph l5-26Ua?7;^-T5ira>ntractor may elect to use 
normal depreciation rather than the "true depreciation" as determined by the 
Bnergency Facilities Board. However, the method chosen after such determination 

of '»true depreciation" must be followed consistently throughout the Ufe of the 
MKrgency facility, 

lg-20lt.ip EMPLQgEE MORA LE. HEALTH AND WELFARE . Included In this categoiy are ex- 
penses of health and welfare activities incurred fdr the improvement of working 
conditions and the improvement of employer-employee relations, en?)loyee morale, and 
empl<^3ree performance. Examples of these activities are house publications, health 
or first-aid clinics, and employee counselling services. These costs are allowable 
when incurred in accordance with the contractor's established practice or custom in 
the Industry or area and are reasonable and equitably allocated to all classes of 
work performed in the contractor's plant. Income generated from ax^ of these 


activities will be credi.. j>o the costs thereof unless c^^ 4 income has been 
ii-revocably set over to en^loyee welfare organizations* 

I5^20ti,ll EOTERTAINMSNT EXPENSE , This item includes the cost of amusement^ diver* 
sion, social activities and incidental costs relating thereto , such as meals ^ lodg- 
ingj rentals^ transportation and gratuities* These costs are unallowable* 
l$-20ha2 EXCESS FACILITIES * This item includes the cost of maintaining and hous- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes* These costs are unallowable* The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract* 
15-20U*13 FINES Alg) PENALTIES * Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state and 
Federal laws and regulations* These expenses are not allowable except when incurred 
as a, result of compliance with specific provisions of the contract or instructions 
in writizig from the contracting officer* 

l$-20U*lU FRINGE BENEFITS * Fringe benefits are allowances and services provided 
by the contractor to its employees as compensation in addition to regular wages 
and salaries* 

a* The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 

accordance with sub-paragraphs 15-20U*26, l$-20li*6 and l$-i20li*37 respectively* 

b* The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and employee insurance (but see subparagraph 20ii*l$e) is 
allowable to the extent required }yy lav;, e]T^loyer<^e!r9l<^ee agreement, or established 
poliqy of the contractor that constitutes, in effect, an Implicit agreement on the 
contractor's part* 

l$-20li*l5 INSURANCE AND INDEIiNIFICATIOM * 

ft; Inclivled unde3:^thls item ap^^^) those types^of insuranc^^wlfich the 



contractor is requir©dKto carry^jiBder the terno^^^-^Jhe contrac^^''^ hy specjjKc 
ins*ructiortJ>f^''^h^ contr^^eting officer or>«is authorizej 
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ablo yrotlM ^ fcto boM i^provod l(r tbo RU^^ 

(Iv) M ^t%i of InmrM 1b« lim of omom^ portim 
PNprUtct«» oro sot allMBbU ttmpi iftm twb lamMaet It pari of «b i^lfytt 
i4n t«il«& ia not wdiOr xwtriaiod. 

«• Ibo clOl^tSoa of tte OovwMit W Mns^ 
ba alleuoblo 00^7 to <^ «Kt«it ivofiiltd for «ba aofttnat (For 




(throat cn tppi'Qfved t«lf Im^iwim jpr^:r«B or «%hsndM)t 
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(2) any other insurance for which the contractor seeks reimbursement under the Qon^ 
tract. The IdUi^s of insurance ordinarily included in the^first category are set 
out in 

b. Costs^xif Oovemment required insurance are allowable within tix 
M . o:? as tp 'the extent of coverage and premium rates approved by th<9 Qcvernment 
Costs of othet insurance, except that applicable to Qovemment-owned property, are 
allowable provided (1) ^he insurance has been, approved by the militaxy department 
conc9tfnll or (2) in the absence of such ^Jproval requirement, ihe types of coverage j 
ejaent of coverag^^, and rates are re^isonable under the circumstances* Costs allowed 
for use and occupant insurance, ^^iowever, will in principle be limited so as to 
exclude coverage of profit, ^ivberest, federal infeome taxes, and any other items of 
e:q)ense unallowable undqr ' this part • 


c» The costs of insurance or any reserve covering the risk of loss of or 


damage to Qover^4nt-owned property are not allowable except to the extent that the 

Government ma^ have required the contractor to carxy such insurance* 
/ / / 

/ d. Provisicm t^T losses under a self insurance program are allowable 

/ / ' 

prodded the program h^ been approved by tfee Military Departoerits concerned. 

Actual losses sustained under such a jjelf ^insurance progr$w are not allowable* 

e* The costs of insurance on the lives qf off icers, partners or. propri- 


etors, Br4^not allowable excepli where such insj»*ance is part of an enployee plan 
which4s not unduly restxlcted* / 

f. Los^ resulting frMKTailure to insureJt*hrough self insu^nce or 
otherwise) are/Mt allowable uidless approved by the Department cmcepi^* 

g. Cost of ipdwinif ication vil^Aie allowable only to^e extent ex- 
press3^ provided f or/ln the contract* 
1S-20U*16 INTEiREST AND OTHER FINAMCIAL.EXPBWSES . This item includes interest 
(however represented), bond discount and expenses, and the cost of financing and 
refinancing operations as well as legal and professional fees paid in connection 


with the preparation of a prospectus, cost of preparat^|| and issuance of stock 
rights and expenses related thereto. (See also l5-20||^i^ These costs are un« 
allowable except for interest assessed ly State or loc|j|^|taxin|5 authorities under 
the conditions set forth in subparagraph 15->20U»39» ^»ee» 

IS^ZOU.I? LABOR RELATIONS . This item covers «3Q>enses incurred in maintaining satis* 

factory relations between the contractor and hiis ea(lc^ff«9* It includes ^ cost 

of shqp stewards, labor management caraidttees, employee_P»ublicaticms and other 

related activities* Costs incurred for th^e i^urposel'are allowable. 

l$-20lta8 LOSag ON OTHER CONTRACTS . This it«n covers any excess of costs over 

such other contracts are of a V 

Costs of thi^ natuH are not 

allowable as a cost of performance of the Qovemmmt contract. 

lg-20U.19 MAINTENAUCE AND HEPAIRS . 

a* This item includes those costs neeessaxy for the uj^e^ of property 

•therwise 

(including Government property unless/provj-ded for) which neither adds to the per- 
manent value of the property nor appreciably prolongs ||f intended life but keeps 
it in an efficient operating condition. These costs ^ allowablei Qqjenditures 
for plant and equipment which, according te generally «^f(lipted accounting princi- 
ple*, should be capitaUsed and subjected te deprecia^iw will be allowable only 
on a depreciation basis. Cost of maintenance and repairs of excess facilities ani 
of idle facilities (other than reasonable standby facilities) are not allowable. 

b. Deferred maintenance is defined as maintenance and repairs which or 
some reason such as abnormal operating conditions or lack of funds, is delayed to 
a future period. The cost of maintenance and repairs which has been deferred from 
a period prior to the contract is not allowable unless specifically provided for 
in the contract. Likewise, the estimated cost of maij||jpinoe and repairs nomally 
required but not accomplished during the period of the ccmtract will not be allowed 
as a cost unless specifically provided for in the contract. 


income under 


and all other contracts* whether 


supply, r^earch and developaent or other nature. 


1 


15-20U^20 MANDFACTORING AND PRODUCTIQW ENGINEERINQ > Manufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manxif acturing processes such as motion and time studty, methods analysis, 
job analysis, and tool design and improvement and (2) current production problems, 
such as materials analysis for production suitability and ccanponent design for 
purposes of simplifying production* These costs are allowable. 
lg-20ll*21 MATERIALS AND SUPPLIES ^ 

a« This item includes the net costs of such items as raw materials, 
parts, sub-assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the cwitractor, and may include ouch collateral items 
as inbound transportation and intransit insurance. In computing materials costs 
consideration will be given to reasonable overruns, spoilage, or defective work 
(as to defective work, see paragraph 7-203#5(c)). These costs aire allowable sub- 
ject > however, to the provisions of subparagraphs b» through £4 below. 

b« Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other credits 
include trade discounts, refunds, rebates and allowances, cash discounts available, 
credits for scrap and salvage and materials returned to vendors^ Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportfioned through credits to indirect costs. How- 
everi where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed. 

c. When materials are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contracts 

d. If materials are issued from stock, any generally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are equitable. Wlioro materialu in stock at the. 


nommrn op mon t d ntn nf t hr Gon t rnct h n ¥ o a pro vn liTe rc^plntTrnm nti .itL^'i r i-twrtrlar 
IfAgheg- Ahan boolc, cori; j fhe, r nmtrar tnr ^nd tho Qovom mi^nt ffl a y , hy c ontrart nr . ov1fl1nnj . 
:asceeu3BflP t.h o uoo of a m e thod v£ piaciiig hdb^d upuu the Pair value o f thu j i iateri ^ 

attohHs tgruuiiuiit ohoiiU r iiwlud e Identlf le&tioi'i ' OX the tyi>og or Irinrin rrC mate r ials - 
involved aiid jjliuuld be made at the time tho oontraot io ont oi^ ed int o aixd piuvidud - 
jtoy" t b erein<> 

e« Reasonable charges arising from difference between periodic ph/sical 
inventory quantities and related loaterial control x^cords viU be include in 
arriving at the cost of materials i provided that such charges (1) do not include 
»*write**downs" of values, and (2) relate to the period of performance of the con- 
tracts All credits arising from differences between periodic pliysical inventory 
quantities and related material control records shall be taken into account* 

f • Ordinarily sales or transfer's of materials, services and stgpplies 
between plants, divisions, or organizations, under a common control^ shall be stated 
on the basis of cost to the transferor. In the case of aiiy item regularly manu^ 
f actured and sold by any such transferor throxigh commercial channels a departure 
from this cost basis is permissible, provided that the price charged to the con- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (2) the prices of other 
suppliers for the same or substantially similar items* 

1$-20U#22 ORQANIZATION EXPENSES * This item consists of esqpenditures in connection 
with organization or reorganization of^a business # Examples of such costs are in- 
corporation fee, attorneys fee^^fees to prcHAoters and organizers and costs of 
raising capital* These costs are unallowable* (See paragraph 15-20U#16)* 
l$-20ii*23 OTHER BUSINESS EXPENSES * Included in this item are such recurring ex- 
penses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings^ proxy 
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solicitations, preparation and publication of reports to shareholders, preparation 
and submission of required reports and forms to taxing and other regulatory bodies 
and incidental costs of directors and camnittee meetings. The abo^e and similar 
costs are allowable when allocated on an equitable basis to all classes of work, 

l$"20U.2lt OmTIME. EXTRA PAY SHIFT AMD MULTI«SHIFT PBEMIOMS * 

V' ■ r. "-"J^s item con^^ 

. . .. ytra pay shift :and mlA^^i^-hi^rr,:..^^:.^^ 
• Such premiums .on dir cqt, labor =in^ be classiael as' 

either du-ect or ihdirect.'lator..'Q 


\ 


of suoh premlms should be separately Identlf ied* 
V?hea direct labor eost is the base If or distribution 
of overhead, such premluras shall nJt be included 
therein* Cost of such premiums on direct labor are 
allowable only to the extent expressly provided for 
in the contract or othenirise authorited by the 
Government • Cost of such premiiims for indirect labor 
is allowable without prior approval, if reasonable, 
and the cost is allocated on a, pro rata basis to com- 
mercial as well as Government work. See ASPR 12-102 
for further information concerning the policy regarding 
such authorisation* The amount of such prejnium cost 
charged on Govemront contracts shail be equitable in 
relation to the amount of such premium costs charged 
on non^Government work being concurrently performed 
in the Contractor's plant and the factors which neces- 
sitate the incurrence of the cost*" 



15^224^.,|^TO EXPENSES.. iteft relates to su^^hiexpenses 

,js costs lead^»g . to the issuakoe bt patents; o6sts' r^i^u!?^?" 
/ ;f^?^ *^^-^^ 'P^ioos^ 

/ • Sf'^-TJ! f^y^^^f^^^ ««^^66ntrao^^ Of ^^^ohiag 

^ - "'^'"^ invention di'solosures , fend' df nr'eparLg 

S • -^Su^J^ °£ P^eparihg assignment: a&d^'bth^^ lapers 

in connection with the" filing of a" patent application by the- v 
. Gojernment^and any otherSjuoh dbsts are. %lloirable7 u^^^tbe. 
written authori,atioti.pf>the 6*6nt?a?^tine•,offi6^W• -^'^ " 
oi research and development work is treated in 15-304,34. 
, ^See . also ; paragraph:; 16-8644.56) :.. . r-r] • ' 
I w« «.« -ww».-»^ »^vttM«M'~ contract "~ijfoaaci>B u*- 


1 


UJL ibei VIA VJt ' vsw ' * w V - wjb 


cesses is allowable^ The cost^^^^^aring disclosures and other reports as 
required by the contractjnd of preparihg^signment and other papers in connection 
with the f iling^5*^ipatent application by orf5^44JeJ3ovarnment, and axy expenses 
incident J ; o patontc Incui ' i ' ed uuui Uie M A' it Lu n i iuthQiAaaM^ .iq ^ » .H ^^,ju^ 
^floori < u fe-^a 3.oirable# AH- oth e r pat 
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tgigllDwaMie-.nnlBW otherwis e pr o vided in tho contyaot i - Tho coal of r u ^uai ' ch ai< d 
,^d0ye3:OIgrent^-» ^ t e patents i s troated in eubpapacraph lS - gOl4#3U* 

1S-20U>26 PENSION PLANS . 

a# A pensicm plan as used herein is a plan vhieh is established and 
maintained by a contractor primarily to provide ^stematically for the payment of 
definitely determinable benefits to his employees over a period of years^ usually 
for lif sj after retirement. Such a plan may include disability^ withdrawal^ in- 
surance or survivorship benefits incidental and directly related to the pmsion 
benefits* Such benefits generally are measured fay^ and based on, such factors as 
years of service and compensation received by the mployees* The determination of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent upon profits. Benefits are not definitely detexminable if funds 
arising from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by the en^loyer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirment or over a 
period of years after retlremait will be considered a pension plan, if, under the 
plan, either the benefits payable to the employee or the required contributions 
by the contractor can be determined actuarially. (Aetirement plans which are based 
on profit-sharing shall be subject to paragraph I5*'20li«6e)« 

b. Pension plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to consideration by the 14Llitaxy 
Department} however, approval of the plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such plan by the Milltaiy Depart-* 
ment. Consideration of a plan and the method of detexmination of cost thereof will 
be the responsibility of the Department to which audit cognizance is assigned and 
the subsequrat action taken by that Department will generally be accepted by the 
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other Departments. Where pension and retirement plans of non-profit or other tax 
exempt organizations are not required to be reviewed and approved by the Internal 
Revenue Service, it wiU be the responsibility of the Department to which audit 
cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pension plan approved by the Militaiy Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non-prof it or tax exempt organi- 
zations), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess contribuUons nf nrmfinin thjihl to the 
extent such contributions are claimed and aUowed f 01^ tax purposes in the current 
taxable period. In eases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and allowed as 
contract costs* 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given .to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains wiU arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose employment will terminate 
before they acquire a vested right to the benefits purchased or funded by current 
costs. X«ien such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 

to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 
so that the current costs do, in fact, reflect the discount for the abnormal ter- 
mination credits or gains which are anticipated. However, most often such abnormal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the time of contracting because neither the timing nor the severity of the termina- 
tion actions will be known. Under these circumstances, the Government's interest 
in such abnormal credits or gains will be preserved for retrospective evaluation 
: and accounting. If a contractor has but one or relatively few Government Contracts, 
an appropriate contractual provision nay be used to preserve the Government's in- 
terest ^ provide retrc^pective ifecoi&tii^Ih 4ther c^sesV where a con- , 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate contractual "side" 
agreement wiU be negotiated having appUcation to aU pension costs allowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that tern is defined in the agreement, arising by reason of a 
cutback or cessation of Government contract work. 

e. The allowability of cMts of lump sum purchases of annuities or of 
lump sum casir payments^made to 'provide pension benefits for retiring or retired 
en?>loyees other than incurred under approved pension plans will be s\ibject to 
consideration on an individual case basis* 

1$-20U.27 PLANT PROTECTION EXPENSES . This item includes the cost of wages, uni- 
forms and equipment of personnel engaged in plant protection, suppUes, depreciation 
on plant protection capital assets, ind necessary eaqjenses to conqjly with miUtary 
security requiranents. These costs are allowable. 

15-20U.28 PRECONTRACT COSTS . Precontract costs are those which «re incurred prior 
to the effective date of the contract and which would have been allowable thereunder 
if incurred after such date, Such costs will not be aUowed unless specifically 
set forth in the contract, and aiajf b g Id a iitod to a period of tim e ao w e ll as t o fc fag 
gtypg-an d am o unt o f uuuh e S&ta-f 
15-201^.29 PRQFESSIOMAL SERyiCES - LEGAL. ACCOUNTING, ENGINEERING AND OTHER . 

a. This item includes the cost of professional services rendered by 
the members of the particular profession separately engaged. These costs generally 
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raWLe vhea reasonable In relation to the services rendered and are not 
it upon recoveiy of the costs from the Government* 

Factors tp be considered (among others) in determining the allowa- 
: costs in a particular case arei (1) past pattern of such oostsj partic- 

1 the years prior to the award of Government ccmtracts; (2) the impact of 
it contracts on the contractor's business; (3) the nature and scope of 

iX s^^ces expected of the contractor* a own organisation; and whether 
le proportion of Government work to the contractor's total business Is 
so influence the contractor in favor of incurring the cost, particularly 
3 services rendered are not of a continuing nature and have little rela«- 
to work under Government contracts • Retainer fees to be allowable jnust 

lably supported by evidence of services rendered* 

c* The costs of leigscl, aodounting and consulting servioes 
and relatpd expenses inoxarred in/opnneotj;cm;;W and 
tebrganization, defense of anti- trust s^its> p^^^ prosecution | 
' Of claims against th^ Government, are/ 1^ costs of | 

l«gai; accounting, and iconsxilti^ serH expenses | 

incurred in oonnection with patent inf ringeiiient litigation are 
unallowable \inless otheinvise proTided in, /the oon.tract» 

2 PROFITS AND LOSSES ON DISPOSITION (3F PLANT, EQUIPMENT OR OTHER CAPITAL 
Included herein are gains or losses of any nature arising from the sale or 
ef plsnt^ equipment^ or other capital assetsi including sale or exchange 

r short or long term investments • Profits or losses on sale or exchange 
al assrts^ including investments^ will be excluded in computing cmtraet 

1 RECONVERSION EXPENSES ♦ Reconversion expenses are those incurred in the 
ion of the contractor's facilities to approximately the same plqrsical 
ent and condition existing immediately prior to ecmmencement of the mHi*^ 
tract work and include the cost of removal of Government property* Recon- 
expenses are not allowable except that the cost of removing Government 
and the restoration costs ca\2S«l \v such removal are allowable if spscif i«» 
ovided f or in the contracts 
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15-20U#32 RECROITINO BXPENSE t This item includes the costs of «help wanted" adver- 
tising and the operating costs of an employment office necessary to secure and 
maintain an adequate labor, force# It further includes the costs of operating an 
eduoffbional -and aptitud^ testing program, travel e^qpenses of emplqjrees while engaged 
in recruiting perscnnaL, and travel expenses of applicants for interviews for pro- 
spective employment* These costs are allowable* Where the c<»tractor uses private 
employment agencies, costs not in excess of standard commercial rates for such 
services are also allowable* Costs of special benefits or emoluments offered to 
prospective employees beyond the standard practices in the industry are not allowable* 
l$-*20li*33 RENTALS OF PIANT AND EQUIPMENT t (Including sale and leaseback of facili- 
ties*) This item includes expenses for (1) use of land, buildings, and equipment 
or other personal property, and (2) rental expenses under sale and lease-back 
agreements incurred by contractors through sale of plant facilities to investment 
organizations (such as insurance companies) or to private investors and concurrenily 
leasing back the same facilities* 

a* Rentals of plant and equipment under (1) above are allowable if the 
rates are reasonable in light of the type, condition and value of the facilities 
leased, options available hxA other provisions^ of t he rez^tal agreement* ^ 

\/d*^ Rentals specif ied^in sale and lease-back agreements under (2) above 
are allowable only to the extent that such rentals do not exceed normal costs (such 


QLo not exceeon costs 


as depreciation,-" taxes, insurance and maintenance expenses) wmch would have been 
incurred had the contractor retained legal title to the facilities* 
1$-20U*3U RESEARCH AND DEVELOPMENT * Research and development expenses (sometimes 
referred to as general engineering es^enses) for the purpose of contract costing 
are divided into two major categories, namely s 

a* General research, also referred to as basic research, fundamental 
research, pure research and blue^sky research* 
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Related reseaz^h or development > also referred to as applied researoh^ 
produot research and product line research* ^^^^^^ 

^'^^i^) General researoh is that type Of research whiqh 
is directed towards increase of knowledge in soienoe.' It 
is researoh where the primary aim of the investigator is 
a fuller knowledge or understanding of the subject under 
study, rather than a practical application thereof. IThe 
cost of Independent General Researoh (that which is not 
sponsored by a contract or grant or pther arrangement) 
shall be allowed to the e^ctent specif ioally provided in 
the contract* ' 


\ 



will-«e 
other t 

(B) Generally, the contractor shall be required 
to disclose to the Government the p\ir poses and results 
of such Independent general research* 


in sp^io^iaiiy/providi be given 

I - to "the "'iPollavrtng'iPactors^ ^tlibrs-:|-;- f ^-"^ 

1 ai ' Sbppe, nature and jjjua^ • 

. ■ general ..researcli^ program* l^^;' '._ ^..v-.;: ■ • » J ^■ ' - ' 

' The capability of the' cbi^^^^ in the partioular res^ 

field* 

c* Benefits which may accrue to the Ck^v^r * 
* ** d* Ccmpar ispn of " si ze flu^ .of /Opntract^ P?eVioHS ryears * 

\- ' ' ' ' research programs*-,- ^ ^:v' :-,.;v.y^. r^;:r:^>{' ^^^•^r ' 

' e • The proportion of -the igoyernment ■))\isi33asr » *o the roont^ractor * s 

• - \ . ^t6tal■.b\wine8s*'* /' /-r^-'V; '". V-.;; '■^■•^ • - 
development (that which is not censored a Contract or grant or ii/^^e^ierwloe 
r^aintoggeo t^ may^ if allocated on the basis of all productlonj be 

allowed as a cost under any cost type production contract if the research la 3re« 
lated to the contract induct or produot line* No portion of such research will be 
allowable under cost^-type research and development contracts* 

c* Independent reseasrch projects will absorb their appropriate share of 
the indirect expenses of the department where the research work Is performed* 

i d V ' ^ — "^-^ — ^^nt«. regardless of the nature^ which )rere 

« « pre-oontraot pogte t%;a5rapli'W-204.28).'' 


"15^804.35 ■B|||,T.TtT?fl ^yM. COSTS •.¥6R VsE^ T^A^TKWTH . 


Th%B Item covers amounts paid or payable foe, :the right to use 
patents or; iiiventi(totf. ^>Wh6re t^e We^f subh a patent or 
invention, is neoeB^ftry -fbr the propeir pdrforiAatioe of the con- 
tract and where ths ^^vernm^nt'ldbes not already have a license 
or other right to use such a patent or invention, the royalties, 
amortization of the cost of purchased patents or other purchased 
patent rights applicable to contract products or prooosses are 
•il^lrtble to the extent expr essly p rotrlded for elsewhe re In t he 
ritrftct~< 


/ 


contrector otherwise authorised by the eontracting officer*' 
Chaiiges for the use of patents j idiere the Government has a ✓ t^ 
license or the ri^t to free use of the patent are unallomble* (J^^<^ 
Charges for the use of patents ifher6 a patent has been adjudi- ^ 
J cated to be invalid are unallowable unless othemise provided I 
pro^ 'in the omtraet. (BOTOj This l^ovisloii/ lipM reoonsldex^tlm by - I 

the iiSPR Committee, «aa changed from the manner in which it is / 
offiv shown in the minutes of the 6 Dec* 1955 meeting (which 4«i correct) 

to the form ihown above* ) 
l5^20U*jo QjattviiijBi Awu iwDXAiaLiaxiuii iiJiJraitoao t 4cu.b . ?rr- 

vicing the product installationi and traininifSBrsonnel in the use^ maintenance and 

operation of the product* Such costs are allowable* 

l$^»20Uo37 SEyEEtANCE PAT * Severance payi also commonly referred to as dismissal 
wages J is a paymmit in addition to regular salaries and vages^ by contractors to 
workers whose employment is being terminated* 

The cost of severance pay is allowable only to the extait that^ in each 
case, it is required by (1) law, (2) en^Ioyer-employee agreements, (3) established 
poliqy that constitutes, in effect, an implicit agreement on the contractor's paz^^ 
or (U) the circumstances of the particular employment* 

For contract costing purposes severance pay is divided into two cate«» 
gorLes as follows s 

a* Mormal Turnover Severance Pay * The cost of severance p^ments is 
allowable and must be allocated to all classes of work being perfomed in the 
contractor's plant at the time of paymmt* However, where the contractor provides 
for accrual of pay for normal severanoes such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period* 

b* Mass Severance Pay * The cost of abnomal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
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continuing employmant on other work of tbo contractor is allcwable* The amount 
allowable shall be detemdneci by assigning the total cost of actual mass severance 
payments to the entire period of employment with the contractor and equitably appor* 
tioning such cost to all business of the contractor perfomed during that period* 
A reservation in the final release of claims (See ASFR 7^203. k) may be 
uade in the case of conqpleted cost-reimbursement type contracts when it is reason- 
able to assume that severance pay allocable to the contract will be made in the ^ 
future. z/^^'^':^^^ 



1$-20U#38 SPECIAL TOOLINQ , The term ^'special tooling^means property such 
Specialised nature that its uae^ without substantial modification or alterationi is 
limited to the production of the particular siy>plies or to the performance of the 
particular services for which acquired or furnished. It includes^ but is not 
limited to^ JigSj diesj fixtures, molds, pattez7», special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
its usefulness is limited to government contracts, is allowable and will be charged 
directly to the government contracts. When such special tooling is acquired it 
shall be subject to the provisions of the contract clause set forth in ASPR 13-503 
entitled, ^'Government Property 

l5-20i4.39 TAXES. Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
coilftractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxes; (2) taxes in connection with financing, refinancing 
or refunding operations (see paragraph lS-20l;.l6)} (3) taxes from which exemptions 
- are available to the contractor directly or available to the contractor based on 
an exrapUon afforded the Qovemment; and (U) special assessments on land which 

represent capital iiqprovements. 

axeept %4ien the contracting 
officer daterainee that tte 

^ • adminietratim burden incident 

to obtaining the exemption 
otttweighs the oorrespondi^g 
benefits accruing to the 
Qovomcmfc 
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hm Taxes otherwise allowabXe under a* above> but which may be illegally 
or erroneously assessed may be allowed as a cost of woiic performed, provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes j (2) agrees to comply with such 
instructions; and (3) if so directed by the contracting officer also agrees to take 
all necessaiy action in cooperation with and for the benefit of the Qoverxment, to 
detenoine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon* Interest and penalties incurr 
by a contractor by reason of the nonpayment of any tax at the direction of the con-* 
tracting officer, shall be allowable as a cost* Reasonable expenses of any pro- 
ceeding instituted by the contractor at the direction of the contracting officer 
to deteitnine the legality of such an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Goverment, ehall also be 
allowable as costs • 

c* Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties* If at the time the refund is received the con- 
tractor, no defense contracts are being perf omed, the amotmt otherwise to be 
credited to contract costs shall be paid directly to the Government* 
l$-20UoU0 TRADEt BUSINESS^ TBCHNICAt AND PROFESSIONAL ACTIVITIES * 

a* Memberships * This item includes costs of membership in trade, busi«» 
ness, technical and professional organisations and such costs are allowable* 

b* Subscriptions * This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals* Such coets are allowable* 

c* Meetings and Conferences * Expenses representing the piirchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primary purpose of the incurrence of such escpenses is the dis- 
semination of technical inf ormatim or the stimulation of production, are allowable* 
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lS^2Qh.k3L miNINa EKPEKSES > 

a« This item Includes the costs of preparing and maintaining a program 
of instruction designed to increase the pver-all effectiveness of employees • In- 
cluded are the costs of the director of training and staff , training materials 
and text books when the training program is controlled by the contractor, and tui- 
tion^ fees, training materials and text books when the trainizxg is in educational 
institutions* 

b. Such costs which are limited to on the job training are allowable 
when properly allocated* 

c. Costs of training in educational institutions are not allowable, 
except, to the extent specifically provided in the contract* 

lB^20k^h2 TRANSPORTATION EXPENSES > Transportation expenses include the cost of 
freight, express, cartage and postage relating either to goods purchased, in 
process, or delivered* 

When such costs can readily be identified with the ttms involved, they 
may be direct costed or added to the cost of such items* (See paragraph 15*20U*21) 
Where identification with the materials received cannot readily be made, inbound 
transportation expense may be charged to the appropriate indirect expense accounts, 
provided the contractor follows a consistent prpcedtire^in this respect* Outbound 
freight, if reimbursable under the tems of the contract, should be treated as 
direct charges* 

l$-«20U*ii3 TRAVEL EXPENSES * This includes costs of transportation, lodging, sub^ 
sistence and incidental expenses incurred contractor personnel in a travel 
status while on official company business* 

a* Travel expenses incurred in the nomal course of over-all adminis- 
traticni of the business and applicable to the entire business aJre allowable when 
properly allocated* ^ ^ 
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b« Travel expenses directly attributable to contract performance my 
be charged to the contract in accordance with the principle of direct costing* 

c« Subsistence and lodging including tips or similar incidental ex-* 
penses may be reimbursed either on an actual or per diem basis* The basis selected 
should be consistently followed* 

d« Entertainment expenses are not allowable* 

e# Costs of personnel movement of a special or mass nature are allow- 
able only when authorized or approved in writing by the Contracting Officer* 


V 
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STATEMENT TO ACCCJMPANI PDBLICATION 
CP REVISED CONTRACT COST PRINCIPLES 
IN ASFR PILINQ INSTRUCTIONS 


The revision of Section X7, Part 2, of the Armed Services 
l^ocurement Regulation has been undertaken to provide, a more equit- 
able statement of cost principles to reflect the reasonable and 
allocable costs of performing defense cost reimbursement type con- 
tracts and to reflect a contractor's noznal cost of doing business. 
It is the intent that generally accepted and approved methods of 
accounting, as presently practices by contractors, which fairly and 
equitably reflect and distribute the cost of doing business are 
acceptable. Only where the deteimination of allowability requires 
a particular accounting treatment to obtain equitable results will 
specific accounting methods be selected. Items of cost listed as 
unallowable reflect national or Department of Defense policy. In 
subsequent revisions, it is the Intent that certain procedural 
requirements relating to accounting methods will be separated frm 
the cost principle treateent and be included elsewhere in the 
Armed Services Procurement Regulation. Tn addition, the revised 
principles, which formerly were a mere listing of named items of 
cost as either allowable or unallowable, contain a definition for 
each item, a statement as to the extent of allowability or unallow- 
ability, and in many instances i»>ovide criteria for detennining 
the reasonableness of a particular item of cost* 

Furthermore, this revision has been developed (1) to provide 
poliqr guidance to prospective contractors and subcontractors, 
contracting officers, contract negotiators and auditors in areas in 
which such guidance has been lacking, including in many instances, 
criteria for determining the reasonableness of a particular item 
of cost, or which Vere subject to special consideration; (2) to 
accommodate changes in Department of Defense polipy in regard to 
contributionsj and (3) to make Improvements of an editorial nature. 

These regulations should materially assist contractors and 
contracting officers to recognize and provide treatment which pro- 
tects their respective interests. 



(a) Competitive price proposalSo 

(b) Published market prices. 

(c) Catalog prices (including discounts) o . ^, 

(d) Previous procurement experience on the same or similar items, 
with computed adjustments of the prices paid >ihere appropriate 
to make allowance for changes in specification or quantities, or 
changes in labor, material and other cost indices. 

15-102.1 Examples Where Required . Examples of situations where cost estimates 
shall ordinarily be required are as follows s 

(a) Negotiation of fixed-price contracts where there is an absence of 
adequate competition, sufficient prior experience, or other adequate 
valid i»lcing criteria. 

(b) In connection with fixed=price contracts containing prtce-redetem- 
inatioi or incentive proviaipnss 

(i) Negotiation of tentative or targpt prices. 

(ii) Negotiation of firm prices. on a forward basis. 

(iii) In combination with historical costs, negotiation of firm 
prices for retroactive and prospective application. 

(iv) In the case of incentive contracts, negotiation of target 


(c) In connection with cost, cost sharing and cost- plus-a-fixed-fee 
contracts: 

(i) Determination of the estimated cost of the contract, and in 
the case of cost-plus-a-fixed-fee contract, the negotiation 
of the fixed fee. 

(ii) Negotiation of fixed overhead rates. 

(d) In connection with all types of contracts, negotiation of contract 
changes affecting the contract consideration. 

15_103 Use of Historical (Actual) Cost . Historical (actual) cost shall be 
used for the following purposes under the below listed types of contracts, and 
may be used where appropriate in other situations? 

(a) Under all cost-reimbursement type contracts (including cost-reimbursement 
subcontracts thereunder), for the determination of the reimbursability of cost, 
except to the extent pr«detennined overhead rates are provided for in such contra© 
(see paragraph 15-105). The term "cost-reimbursement type contract", as used 


costs. 


2 



I 



throughout this section, includes cost or cost-sharing contracts^ cost-plus-a« 
fixed-fee contracts, and the cost reimbursement portion of time«and materials 
contracts* 

(b) Under all fixed-price contracts containing price-redetermination or 
incentive provisions, for the determination, to the extent required by such 
contracts, of histbrical (actual) costs of performance thereof o 

(c) Under all types of contracts, for the settlement, to the extent required 
by Section VIII hereof, of contracts terminated in ndiole or in part for the con- 
venience of the Ciovemmento 

15-104 Contract Provisions o The cost principles and standards set forth 
in Part 2, as implemented by Part 3, Part 4 Part 5 or Part 6 (whichever im- 
plementing part is applicable) shall be made a part of every cost-reimbursement 
type contraety execiiUired as of a date on or after , (and every 

cost reimbursement subcontract thereunder), for the purpose of determining of 
reimbursability of costs excepji that such contract may treat any element of cost 
thereunder more specifically than provided by the aforesaid cost principles and 
standards so long as not inconsistent thereiidthe In addition, these cost 
principles and standards may be made a part of any other contract for the purpose 
of determination of historical (actual) cost orfor the purpose of preparation 
of estimates of cost^ 

15-105 Use of Predetermined Rates in Cost^Reimbursement Type Contracts o 
The use of a fixed indirect expense rate negotiated prior to the expiration of 
a significant portion of the period to ^ich such rate applies may be provided 
for in cost-reimbursement type contracts in lieu of the determination of historical 
(actual) indirect expense provided that the results vd 11 reasonably approximate 
the actual rateSo Consideration of cost elements in negotiating such rates 
must be consistent with the provisions of this section concerning cost allow» 
ability and allocabilityo Wien predetermined rates are used, the contract shall 
specifically state the types of items which are to be treated as direct costs o 
Care should be exercised in negotiating these rates to exclude from the listing 
of direct costs any cost element included in predetermined expense rates in 
order to avoid duplicate charges ♦ 


15-106 Encouragement of Use of Standard Cost Method of Accountingo Con« 
tractors are encouraged to use, lAiere economically feasib^Le, modem standard 
cost methods because they provide an excellent means of cost estimating and cost 
analysis, as well as enable more effective control of actual costs during 
contract performance p Such methods provide for pricing material costs on the 
basis of bills of materials, labor costs on the basis of studies of time require- 
ments, and overhead costs on the basis of budgeted expenses for the expected 
volume and types of production, with reasonable allowances for cost variances 
indicated by experience to be expected for defective work and failure to 
achieve full efficiency* Such methods generally provide the assurance of accuracy 
of cost estimates, as well as the means of more effective cost control, when 
variances of actual costs from standards are measured frequently and recorded 
in the formal accounts* 
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PART 2 - CSNERAL PRINCIPIES AND STANDARDS 
FOR DETERMINATION OF COSTS 

15-200 Scope of Part o This part sets forth general principles and stand- 
ards for determination of costs » 

15«201 Composition of Total Cost ^ The total cost of work perfoxwed or 
to be performed under a contract pr subcontract to nAiidi these princi- 
ples are applicable is the net sum of (i) the allowable direct costs 
reasonably incident to the performance of the contract or subcontract^ 

(ii) the properly allocable portion of allowable indirect costs^ and 

(iii) less applicable income and other creditSo This composition of cost 
shall be followed whether the total costs are stated for an entire contract 
or for individual units of products or services corpred by the ccmtracte 

15-202 Factors in Determining Costs e Factors to be considered in 
determining costs include (a) conformity with the composition of total 
cost outlined in paragraph 15»201$ (b) reasonableness in the amounts of 
particular elements of costs | (c) application of generally accepted 
accounting principles and practices; (d) customary practices of absorbing 
certain costs in profit; (e) exclusions of specific elements of costs as a 
matter of public or business policy^ as set forth in this section; and (f) 
exercise of good business Judgment in incurrence of the cost a 

15-203 Contractor's Accounting System o Subject to the obsenrance of 
the cost principles set forth in this section^ any system of accounts and 
any method of cost accoimting or estimating will be acceptable^ if they are 
in accordance with generally accepted accounting principles and practices 
and if they produce equitable results under the particular circumstances* 

15-204 Direct vso Indirect Costs c Every acceptable method of cost 
accounting or estimating embodies the principle of direct costing of certain 
materials and subcontract worke Direct costing of productive labor is general 
practice o Other expenses may be costed directly^ but generally are allocated 
to products, job orders, or contracts, etCo on an arithmetical basis in ratio 
to appropriate measures of performance* Such allocated expenses are texned 
"indirect costSo" 

15<-205 Direct Costs * There are no absolute rules to detennine lAiich items 
or elements of cost should be direct costs* However, direct costs should^ in 
general, comprise every major item of cost (actual or estimated) %Aiich can be 
identified with the unit being costed, whether the unit is product, job order 
or contract, unless such item of cost, in fact, has substantial proportionate 
applicability to more than one class of work* Vlhen of major consequence, 
travel, commissions, advertising, engineering services and other expenses 
should also be so treated* Unless inequitable, the contractor must follow a 
consistent pattern of costing, and must follow the same pattern in costing both 
defense and non defense products and services when engaged ixr^^f^Ked^roduction* 
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15-206 Indirect Costa c Indirect costs ^ lAiich have the character of common 
or joint costs^ usually consist of indirect materials, indirect labor, 
and other items of indirect expense « These costs generally are grouped in 
classes as follows s 

(a) Manufacturing (shop, laboratory) expenses (often termed ^'manufacturing 
overhead" or "burden" lAich are incurred in fabricating the article 
or service rendered| 

(b) Engineering expenses to extent not included in (a) or (c)s 

(c) Selling and distribution expenses, incurred in marketing the products 
manufactured? 

(d) General and administrative expenses incurred in the overall management, 
supervision, and conduct of the business; 

(e) Financial and other expense So 

15«206ol Methods of Allocation , No general rules regarding allocation 
of indirect costs to products. Job orders, or contracts can be stated for all 
cases, because the nature of the particular operations and the actual conditions 
in each instance determine the most suitable method or methods to be employed^ 
Any method of allocation of indirect costs will be acceptable if it is in 
accord with generally accepted accounting principles and practices and if it 
produce 8 equitable results under the particular circumstance So 

15-207 Use of Standard Costs in Det ermininp ; Historical (Actual) Costs . 
Where contractore have satisfactory cost systems^ standard costs of products, 
or parts thereof, with appropriate adjustments for variances from actual 
costs, may be considered to represent historical (actual) costs, provided 
such costs reasonably reflect the application of the principles and standards 
set forth in this sect ion o 

15-208 Cost Estimates 

15«208ol Use of Historical Costs ^ Regardless of the method used (standard, 
job-order or process), unmodified historical cost data, when used in the pre- 
paration of cost estimates^ do not provide a satisfactory standard of future 
perfomance and should not be useda VOiere no more satisfactory cost data 
are available, historical costs may be used in^ the >|»^paration of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be applicable to future production* 

15«208o2 Use of Predetermined Rates for Indirect Expenses (Overtiead 
Costs) ft Indirect expenses must always be predicted for purposes of 
cost estimates* This involves determination of expense rates in accordance 
with idiatever reasonable method or methods of expense allocation are followed 
by the contractoro Vlhere budgeting based upon distinguishing between fixed 
and variable expense? and upon estimating variable expenses in proportion to 
anticipated levels of producdtlon or woric load are used, such budgets provide 
the best means for estima?bing expense rates. Historical indirect expenses, or 
e:qpense rates, are not to be used as the equivalent of budgeted rates for this 
pruposeo 
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CONTRACT COST PRINCIPLES AMD STANDAHDS 


15-000 Scope of Section ^ Uiis section sets f orth^ in general^ prin- 
ciples aiid standards to be applied uniformly (except as e:q)ressly quali- 
fied herein) in the determination of historical costs, the preparation and 
presentation of cost estimates by contractors, and the review or audit, 
fror.i a cost standpoint, of contractors' pricing proposals of prime contracts 
and those subcontracts which are subject to negotiation, approval, . review 
or audit within the Department of Defense^ 

15-^01 Effective Date of Section ^ This seotioij shall become effec- 
tive 1 95U with respect to contracts executed on or after that 

date although use is authorized from the date of issuance^ Existing con-' 
tracts vTill not be aiaended to incorporate this Section unless in the 
opinion of the Contracting Officer the interests '6f the Oovemriient justify 
a contract amendiiient incorporating this Section* 

PART 1 m APPUCABILITr AND PURPOSE 
.15-101 Application^ ' ■ 

(a) General * These cost principles are to be used by procurement 
and audit personnel of the Department of Defence wherever cost data are 
to be considered in the negotiation and adiiiinistration of contracts as 
indicated in paragraphs (b), (c) and (d) below* ffhere incorporated in a 
contract (as indicated below) the contract may treat any element of cost 
more specifically than provided in this Section, so long as there is no 
inconsistency therewith* Moreover, basic agreements may be negotiated 
with individual contractors specifying' in more detail uhiform procedures 
or practices to be followed by the contractor provided such agreement is 
consistent with the provisions of this Section*^ 

(b) Cost-Reimboxrsement Type Contracts * Cost estimates shair be 
developed and evaluated, and reiirjbursements ^o the contractor for costs 
incurred shall be determined, through the application :of these. cost prin- 
ciples and standards* Therefore, Part 2 and eithei* Part 3, 5, 6r 6 
(whichever is appropriate to the type of work called for by the contract) 
shall be incorporated by reference in evety cosWeiraburseriieht type prime 
contract and every cost-reimbursement type subcontract thereunder; 

^c) Fixed^ice Type Contracts * Cost is. but one of .several factors 
to be considered in the negotiation of prices or 'in. negotiating settlements 
in the 'event of termination for the convenience of the Governraent* When 
considering cost data as a basis for liegotiaiiori (as required by paragraphs 
15-103 and l5-10U), the cost principles and standards contained in this 
Section shall be used as criteria for the evaluation, of cost data submtted 
by contractors* * 
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Thia applies to pre-award negotiations^ negotiations during or upon coii?)ler 
tibh of the contract, and negotiations in the event of termination for the 
convenience of the Governments Accordingly, Part 2 and either Part 3p hp 
5, or 6 (whichever is appropriate to the type of work called for by the 
contract) will be incorporated by reference in the clause of every contract 
entitled Termination for the Convenience of the Governraent; Similarly, 
where future pricing actions are contemplated, the price redetermination 
or incentive clause shall incorporate by reference the same Parts included 
in the clause of the contract entitled Termination for the Convenience of 
the Governraentt7 

(c) Fixed-Price Contracts ; Cost is but one of several factors whji.Qh 
which may be considered in the negotiation of price or in negotiating 
settlements in the event of termination for the convenience of the Govern-* 
ment. To the extent that cost data submitted by contractors are considered 
in connection with such negotiations^ pursuant tQ*jparagraphs 15*103 and 
15-loU, the cost principles and standards contained in this Section shall 
be used as criteria for the guidance of the Contracting Officers in tlie 
evaluation of such cost data* This applies to pre-contract negotiations, 
negotiations during or upon completion of the contract, and negotiations . 
in the event of teraiLnation for the convenience of the Governraent. Part 2 
and either Part 3, U, 5 or 6 (whichever is appropriate to the type of work 
called for by the contract) will only be incorporated by reference in the 
clause of every contract entitled Termination for the Convenience of the 
Governiiient for mandatory use in formula deterrriinations* 

(d) Tir.ie^ and Materials Contracts » Th^ cost principles and standards 
contained in this Section shall be used as criteria to guide the contract- 
ing officer in the evaluation of cos^, data subraitted by contractors for 
purposes of negotiating hourly rates and estimating costs of materials. 
Reiiiibursements to contractors for costs incurred for materials shall be 
determined through the applications of these cost principles and stand- 
ards # Accordingly, Parts 2 and 3 of this Section shall be incorporated 
by reference in all time and materials contracts for the purposes of 

(i) reqiiiring the submission of cost data by contractors in conforr»iLty 
therewith and (ii) deterroining the reimbursability of ainy items to be 
reimbxirsed on a cost basis^ 

15-102 Historical and Estimated Costs ^ Costs used in negotiating 
contracts > or in making settlements thereunder, may be either of a histor-^ 
ical nature (actual costs) or may be estimates of future costs, in whole 
or in part, whicdiever is appropriate for the specific i^e of procurement 
action as indicated in paragratphs 15-103 and 15-10U« 

15-102#1 Applicability of Cost Principles to the Preparation of Cost 
Estimates as WeH as to the Determination of Actual Costs » In general, 
the same cost principles apply to prep5p:ang cost estimates as to determina- 
tion of actual costs t Thereforej this Section will consider the cost 
principles set forth herein as applicable interchangeably to either cost 
estimates or actual costs^ except as may be indicated specifically to the 
contrary. 
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15-102.2 Use of Standard Costs in Cost EstimateB# IJherever future 
cost estimates are required, the use, where econoraLcaUy feasible, of 
modem standard cost methods should be encouraged, because they provide 
an excellent means of cost estimating and cost analysis, as well as enable 
more effective control of actual costs during contract performance. Such 
metliods provide for pricing roaterial costs on the basis of bills of mate- 
xials, labor costs on the basis of studies of time requirements, and over- 
head costs on the basis of budgeted expenses for the expected volume and 
types of production, with reasonable allowances for cost variances indica^ 
ted by experience to be expected for defective work and failure to acliLeve 
full efficiency. Such methods generally provide the assurance of accuracy 
of cost estiiiiates, as well as the means of more effective cost control, 
when variances of actual costs from standards are measured frequently and 
recorded in the formal accounts. 

15<*102.3 Use of StaixLard Costs in Determining Historical Gosts# 
VJherever contract price negotiations or settlements depend upon historical 
costs, and contractors liave satisfactory standard cost systems, standard 
costs of products or components appropriately adjusted for variances from 
actual costs, laay be considered to represent actual costs, provided such 
costs reasonably reflect the application of the principles and standards 
governing the allowability and allocabilily of cost as set forth in this 
section, formally, where adequate standard costs are available for com- 
plete end*»products, firm fixed-price contracts should be used^J 

15-102. k Use of Job-Order or Process Cost-Accounting Method in 
Determining Historical Cos'ts ii The use of either the job-order or process 
cost-accounting method in determining historical costs of contract per- 
fomance is acceptable. In any pricing negotiations which require consi- 
deration of work in process at an interr.iediate point in the period of 
contract performance, special care must be exercised to segregate-any 
part of the work in process costs which is not applicable to the com- 
pleted portion to the cut-off point. 

15-102.5 Use of Historical Costs for Purposes of Cost Estimating . 
Regardless of the method used (standard, job-order or process), unmodified 
historical cost data, when used in the preparation of cost estiiiiates, may 
not provide a satisfactory standard of future performance. In this event 
their use would be undesirable. XVhere no more satisfactory cost data are 
available, historical costs may be used in tlie -preparation of estimates 
provided they are adjusted to eliminate nonrec\urring costs, and to reflect 
new conditions, if any, which may be applicable to future production^ 

15-103 Use of Cost Estimates ^ Die proper use of cost estimates re- 
quires the exercise of judgment and discrimination. It is impractical to 
lay dox^^ hard and fast rules which would be completely comprehensive in 
this area. In general, cost estimates shall be obtained from contractors 
except where other valid and adequate pricing criteria exist or: the esti- 
mates would not materially assist the Contracting Officer in negotiating 
prices. 
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(a) Exaraples of vaiid> but not; necessarily adequa^ in a particular 
case, pricing criteria to be considered for the purpose of deterriiining 
whetlier cost estimates will be of material assistance include, but are 
not limited to, the following: 

(1) Competitive price proposals. . 

(2) Published market prices* 

(3) Catalog prices, including. discounts* 

(k) Previous procurement^ price experience on the saiiie or 
. siiiiilar items, with computed adjustments of the prices paid where 
appropriate to make allowance for changes in specification or 
quantities, Or changes in labor, material and other cost indices. 

(b) Exaxiiples of situations where cost estimtes should noniially be 
utilized are as follows: 

(1) Negotiation of firm fixed-^price contracts when there is 
an absence of valid pricing criteria as illustrated above. 

(2) Under fixed-^prioe contracts containing price-redeter- 
rrdnation provisions: 

a# Negotiation of tentative initial prices^ 

b. Negotiation of firra prices on a forward basis. 

c. In combination with historical costs to arrive 

at firm prices for both retroactive and prospective appli* 
cation. 

(3) Under incentive-type contracts: 

a. To establish billing prices for use until target 
prices are negotiated* / 

b. Negotiation Of tentative target costs when firm 
targets cannot be initially determined. 

c# In combination with historical costs to negotiate 
firm target prices and target costs, including those cases 
where the targets are set during the course of the contract. 

(k) Under cost-reimbursemient type contracts: 

a. Initial estiiiiates as a. basis for negotiation of 
fixed fees. 

b. Negotiation of fixed overhead rates. (See also 
paragraph 15-I0i|(a)(2).) 

(5) Under time and materials contracts: 


a. Negotiation of ho\irly rates 

b. Estimating costs. 
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(6) Under all the above types of contracts for negotiation 
■ o?:; ■ ' - : '■• . 

a« Contract price ceilings* 

bt Contract ohariges affecting the contract. corisi- . 
deration.' / ' --^^ 

l5-10it Use' of Historical (Actual) Cost* Historical (actual) cost \ 
shall be used for tlie following pvirposes (where price is to.be negotiatedj 
cost is not a rigid raeasure of price)j 

(a) Under cost-reimburseraent type cbntracts: 

(1) Deterirdnatipn of allowable cost. 

(2) In combination with cost estimate to negptiate fixed 
overhead rates (where the contract provides. for use of such rates), 

(b) Under fixedrpilce contracts, with retroactive price-rede terr^ilria^ 
tion: negotiation of retroactive fixed-pidces. 

(c) Under incentive-type contracts: ... * 

(1) In combination with cost Estimates, to negotiate 
firm target prices and target costs. 

(2) Determination of final prices after contract comple- 
tionr • ' . . 

(d) Under contracts terminated for the convenience of the Govemr.. 
ment: as required, by Section VIII hereof ♦ 

(e) Under time and materials contracts: the detemiLna tion of : allow- 
able costs. ' 

In addition to the above listing of purposes for which :Use of historical 
cost is indicated, such cost data may be useful in other circumstance^ 
and should be applied where appropriate ^ . * 

15^105 Basis of Application of Principles and Standards to Pricing 
of Standard Coriimercial Products. Standard commercial products are those 
wliich are normally manufactured and sold in volume to customers who are 
neither prirae contractors nor subcontractors for defense work, notwith- 
standing the fact that substantial quantities may be sold to defense con- 
tractors or the GoveraCment with relatively little, or no change in specifi- 
cations, ^n general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective contract 
tor's costs. The use of escalation clauses generally should take care of 
major contingencies which should not be added to estimated costs in con* 
tract pricing of such products • However^J^ In tho3e instances where cost 


1$q6 


analyses for standard coinraercial products are required in firia price nego* 
tiations under fixed-price contracts, these principles and standards will 
be applicable to the extent appropriate • Care must be used in such cases 
in order not to impose impractical requirements on contractors for cost 
estimates — to meet which requirements: might result in work entirely dis- 
proportionate to the amounts involved* ^ost analyses in such cases may .^ 
sometiraes be based upon other data than current cost estimates for 
example, when a manufacturer has no cost daia ior d specific standard coi*i- 
mercial product, he may have available for analysis, historical sales, costs 
aiid profit data on a group of products, including the specific one subject 
to price negotiate on*/ ^ . • . . ^ ■ ■ 

15-106 Application of Generally Accepted. Accounting Principles * It , 
is to be understood that generally accepted accounting principles with re- 
spect to product or contract costs are nowhere codified or reduced to rigid 
formulae. Such principles permit the use of alternative practices or con- 
ventions, particularly in different types of business activities} yet in 
the main there are generally accepted limits in principle regarding account- 
ing practices, the violation of which would not be condoned by the accounting 
profession* . To the extent there is a twilight zone between accepted and .. 
non-accepted practices, it is desirable tliat definite understandings be 
reached between the contracting parties^ ./^^.^ i-^^^^^^T^ cpvers a number of 
subjects of this nature, so far as. they CM 'be covered, for general applicar , 
tion* let inevitably there will be many occasions where specific contrac- 
tual provisions , or supplementary interpretations of the contract terms in. 
the applicatioiX'^'^of cost principles wUi he needed. (See paragraphs l$-io5 
and 15-110*)/ 

^5-106| Relation of Generally Accepted' Accounting Principles to 
Internal Revenue Code . Generally accepted accounting principles are . 
o'bserved, ' in the main, in the Internal Revenue Code and Treasury regula- • 
tions governing deductions for business costs in deteridjiing income subject 
to Federal. income tax* For this reason the Internal Revenue Code and 
Treasixrj'' regulations may provide , some guidance as to Aether the contrac- . , . 
tor<s costs are set for-Ui in accordance with gener£illy accepted accounting*' 
principles |» -However, provisions of the Internal Revenue Code and Treasu?ty 
regulations shall not be controlling for. this purpose j in fact, Part^3 q^.', 
this Section contains a nuraber of examples of deviations therefrom required ' 
or permitted to -be observed in determining contract costs*/ 

15-107 Relation of Contract Costs and Profits > The use of actual or . . 
estiiuated costs in procurexoent pricing is only one phase of establishing 
the total price or monetary consideration under a contract. Ihe deterr»iina- 
tion of reasonable profit (or fee) is another important phase. These two 
phases of pricing are mutually dependent to the extent that certain factors 
may be considered in deterriiining either costs or profit (or fee)* Major 
factors to be considered in this respect include prolonged delivery sched- 
ules, unstable market conditions for* material or labor ^ or -uncertainty as 
to cost of performance* Depending upon the type of contract, either the 
contractor or the Govemraent may assum^e; such risks* IJhere the Government 


assuiues'all tlie risk of cost increases or additional unknown costs, or a ^i- 
substantial share thereof (as it generally does when these risks are great) 
through the use of cost-reimbursement type ' contracts , escalation or price-- 
redetermination clauses, or incentive-type contracts, the profit allowance ■ 
for contingencies should be reduced to the extent appropriate. In negotia-? 
tion of prices under firm fixed-price contracts, risks of loss or other . 
cosli" increases, other than those reasonably certain and determinable, 
should be recognized in profit margins rather than in allowances for con- - 
-tingent increases in cost. However, no hard and fast line may be drawn 
here, btit it is important that such allowances not be duplicated. For 
exfuiiple, a contractor's cost estimates may properly include reasonable 
estiriis-tos of cost applicable to normally experienced defective work in 
manufacturing processes, \fliere reasonably certain and deterrninable contin^^* 
gencies are recognized in cost estimates, such contingencies should not b$. 
considered as eleraents of risk in determining the allowable profit. There, 
are'" other factors having a similar bearing on cost and profit deterrrina-. [ 
tionj for exaraple, in contracting for construction under cost-reimbursement 
type contracts, it is custorjiary practice to exclude general, acJriiinistrative 
ancl central of f ice expenses from costs, but to allow instead for these 
factors as a part of the fixed fee. 

15-108 Special Provisions Relating to: Cost. Deterrainationsj Including 
LiTiiitations . Because of the : need f or. :standards. of ;reas.onableness in de- 
terr4ning either estiiaafed ■of actu'al .costs of perfoitman.ee of specific con«^ 
tracts, including the application of rO^usificss; and -.publi*: policies, a con-:.; 
siderable portion of this- Section, ' namely .PartV 3 ^ ie deyot^ to standard's 
of allowability of ispecific ieleitfehts. of c^^ contracts and.; 

research and development contracts with commercial organizations, iioreovcr, 
because of unusual acco\mting -practicesi or. .prdblerts^.involved in detennining 
00^ ts under facilities contracts, resiearch fand development <;ontract5 *with . 
non-profit institutions- and ocHistruction contracts , Parts h, 5> and 6. re- .; 
spdctively, are dfevoted thereto. * * \. 

15-109 Use of Predetermined Rates for^Indirect Expenses (Qveyhe.ad ..t 
C6s ts ) . -i---' 

(a) . Indirect expenses must always be predicted for pxirposes of cost 
"estiiiiates. Contractors should be encouraged to use methods of cost esti* 
mating based upon distinguishing between fixed and variable expenses' ^d ;. 
upon estiraating variable expenses -by cost centers in proportion to antioir 
pated^ levels of production or work = loads j such methods provide the best 
means for estimating expense rates. Historical indirect expenses, or 
expense rates, should not be used indiscrir;iinately as the equivalent of 
budgeted rates for this purpose mthout ad^ ex- 
penses and adjustment of the portion of tJierrates'' representing fixed 
expaises when substantial changes in produotitsin or work loads are ex** 
pectedi 

(b) The' use of a fixed indirect expense rate negotiated prior to the 
e3q>iration of a significant portion of the period to which such rate ap- 
plies in lieu of the detenrination of historical indirect expense is ac- 
ceptable where mutually agreeable to the,, contracting parties provided 
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the contractor is able to forecast indirect expenses and levels of output 
within a reasonable degree of acciiracy^ Consideration of coist elements 
in negotiating such rates must be consistent with the proyi3ipns of this 
Section concerning cost allowability and allocability# tJhen predetenained 
expense- rates are used the contract shoiild specifically state the types 
of items which are to be treated as direct costst The contractor must 
exclude from direct costs any cost element included in predetermined ex- 
pense rates in order to avoid duplicate charges ^ 

/I$-110 Modification or Expansion by the MLlitaiy Depar-toients ^ 

TTa) This statement of contract cost principles and standards shall' 
be f oTlox^ed in procurement and audit operations within the Department of 
Defense without modification or expansion in any way except for: (i) thQ 
more specific treatment of particular items of cost authorized in paragraph 
15-101, and (ii) interim intei^pretations authorized by (c) of this para- 
gr^ph# The cost principles and standards contained in this Section are 
expressed in broad terms in order that they be sufficiently flexible to 
meet the requirements of the wide variety of circumstances and conditions 
prevailing 'in different industries • Being expressed in broad terms there 
is considerable latitude for the application of good business judgment to 
the facts of a particular case by procurement and audit personnel* In 
order that this latitude not be restricted, any interpretation of those • 
principles and standards made in the course of contract negotiation' and - 
administration shall be on a case-by-case basis in Ught of the specific 
facts tliereof no system of written interpretations (other than author- 
ized in (c) hereof) to be followed generally will be permitted. 

/Tb) It is impracticable and unnecessary to include in these cost 
principles and' standards every element of cost or possible situations that 
Fiiight arise • T^Jhere specific guidance is. lacking, the philosophy expressed ■ * 
or implied in sivrilar or related items should be followed. Nonetheless, 
revisions and amendments will be necessary^ - Any expansion of or change in • 
this Section deemed to be desirable by any procurement . or audit activity 
will be f on^arded through appropriate channels to the Office of the Secre-* 
tary of Defense for consideration. 

/Tq) VJhere considered essential by major procurement and audit activ- 
ities"i^ of the military departr.ients, temporary interpretations of these ^ 
cost principles and standards riiay be issued by such activities. Any such 
interpretation is subject to the following circumstances, conditions, and 
instructions: • 
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(1) Its issuance must be considered essentia*, by the issuing 
authority* In other words, the problera could not have been met 
adequately by interpretations made on a case-by-case basis prior 
to consideration by the Office of the Secretary of Defense under 

(b) hereof# 

(2) It must be consistent with these cost principles and 
standards* 

(3) It will expire by its tenas not more than six months 
after issuance and, in any event, upon the issuance of an araend- 
ment to these cost principles and standards covering the subject 
matter of the interpretation* 

(It) TWo copies of each interpretation will be forwarded 
upon issuance to the Office of the Secretary of Defense to be 
cor]^sidered as a recommendation of the issuing authority for re- 
vis!^ in this Section in accordance with (b) hereof* The Office 
of the Secretary of Defense will consider the recommendation and 
will take appropriate action within the six months specified in 

(c) (3) hereof* 

(5) Any such interpretation deeraed by the Office of the 
Secretary of Defense to be unnecessary or inconsistent with 
tliis Section vri.ll be rescinded by the issuing authority upon 
receipt of notice to that effect*7 

^5-111 Deviations* The authority to deviate, as provided in para* 
graph 1-108 of this Regulation, is further restricted in respect to this 
Section 15, to permit such deviations only on a specific contract basis*/ 
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PART 2 - GEKERiiL PRIl ?LES AMD STAMDilRDS FOR DETERMII' ION OF COSTS 


15-201 Composition of Total Cost» The total cost of work performed 
or to be performed \mder a contract or subcontract to which these principles 
are applicable is the net STim of the allowable direct costs incident to the 
performance of the contract or subcontract^ plus the properly allocable 
portion of allowable indirect costs, less applicable income and other cred- 
its# According to the circumstances, these costs may be stated either in 
terr.is of the aggregate for an entire contract or major portions thereof 
in terms of individual \inits of products or services covered by the con- 
tract with equal application of these principles and standards* 

15-202 Factors Determining Allowability of Costs * Factors to be con- 
sidered in determining the allox^ability of costs include (a) conformity 
with the meaning of total cost outlined in paragraph 15-201; (b) reason- 
ableness in the amounts of particular elements of costs j (c) /Deleted/} 

(d) application of generally accepted accounting principles and praclEicesj 

(e) avoidance of duplication of allowances for the same price component in 
both cost and profitj (f ) exclusions of specific elements of costs as a 
matter of public policy, as set forth in this section; and (g) exercise 

of good business judgment in incurrence of the cost* However, any specific 
contract provision relating to cost will be controllingt 

15-203 Contractor's Accounting Systeru Subject to the observance of 
the cost principles and standards set forth in this section, any system of 
accounts and any method of cost accoiinting or estimating will be acceptable, 
if they are in accord with generally accepted accounting principles and 
practices and if they produce equitable results under the particular cir- 
cumstances* 

l5-20l| Direct vs* Indirect Costs * Every acceptable metho^of cost 
accounting or estimating embodies the principle of direct costing of cer- 
tain materials and subcontract work* Direct costing of productive labor 
is also general practice* Other expenses may be costed directly sometimes, 
but generally many of them are allocated to products, job orders, or con- 
tracts, etc., on an arithmetical basis in ratio to appropriate measures 
of performance — for this reason, such allocated expenses are termed 
"indirect costs*" 

l5-i205 Principle of Direct Costing s Every oajor item of cost (actual 
or estimated) should be identified with the unit being costed, whether it 
be the product, a job order, or a contract, when such iter»is of cost do not, 
in fact, have substantially proportionate applicability to more than one 
class of work* This principle may often be applicable to such elements 
of expense (when of major consequence), as travel, coiiimissions, adver- 
tising, engineering services, etc., as well as the normal items of mate** 
rials and productive labor. This principle should be applied equally to 
tlie costing of both defense and nondefense products or services by any 
contractor who is engaged in mixed production* There are no absolute 
rules by wliich to determine which items or elements of cost should be 
direct costed. In applying the principle, any contractor mast follow a 
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consistent pattern of costing if the results are to be equitable. In sone 
instances, this principle may be applied by direct costing only the major 
items of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

l5-206 Indirect Costs^ Indirect costs, which have the character of 
coaaon or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often teraed "manu- 
f: factoring overhead" or "burden"), which are incurred in fabricating the 

article or performing the servtcej 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling a:xl distribution expenses incurred in marketing the 
products manufactured; 

(d) General and adininistrative expenses incurred in the over-all man- 
agement, supervision, and conduct of the business} 

(e) Financial and other expenses. 

1^-207 ilethods of Allocation of Indirect Costs. Ho general rules re- 
v;-^ garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, because the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed. The metliod of allocation 
# of indirect costs will be acceptable if it is in accord with generalise 
V accepted accounting principles and practices and if it produces equitable 
results under the particular circumstances. (See also paragraphs l5-313*l, 
l5-313t2, 15-320.1 and 15-330.1.) 
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(a) Cash discounts taken. However, if the contractor does not exer- 
cise reasonable precautions in taking advantage^ of . cash discounts available, 
all cash discounts lost may be deducted in: determining allowable costs; 

(b) Trade discounts, rebates, refunds, and allowances on material 
purchased} 

: (c) Credits for scrap and salvage and materials returned to vendors j 
. (d) Credits arising. from differences between book and physical inven- 
tories. . ' 
•15->311#2 ■ Pricing t . 

(a) In determining, historical costs, anj'- . generally recognized method 
of pricing materials issued from stock may be eirroloyed for determixiing actual 
.cost, provided it has been: consistently, used by the^conti^actor, is.. acceptable 

for internal revenue purppsQS, and does not discriminate against the. 
Government. • When materials.; in inventory at the coramencfinent date of a ■ 
Government contract .have ;;a provable ri^placement .cost significantly different 
from book , cost, either l^-he contractor or the Government may elect to use 
such replacement cost in lieu, of .^b^ in pricing .materials issued .from 

sucfe .inYentary#. However, such election including identification of the types 
or- kinds of materials involved should be: made at the time i the contract is 
entered into .and provided for in the-.contract* When materials iare purchased 
apecificaljy for and identifiable solely with ^performance under acontractf 
the actual pTirchase cost thereof should be changed to the contract. Costs 
of subcontracts for components should be deterndned ; s mildly; ^prpyided that, 
when, subcontracts are performed .under qont^^ pricing arrangements .other., 
than firm fixed prices, the negptiation of prices .or determination of : costs 
shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS * 
AND RESEARCH AM) DEVELOPMET-tT CONTRACTS WITK COI£ffiRCI/iL 

ORGAIvTIZATIONS 

15-300 Scope of Part ^ This part states, in some detail, applica- 
tions of the general cost principles and standards set forth in Part 2 of 
this Section to supply contracts and research and development contracts 
with comiuercial organizations* It is ^practicable and Unnecessary to 
cover every element of cost or possible situation that might arise in a 
particular case. However, when tiiis part does not fxJrnish specific guidance, 
the philosophy expressed or mplied in. the:. principles and standards com-, 
prising Part 2 of this Section and the more detailed discussions of similar 
or related items in this Part 3 should be followed. 

15-310 Manufacturing Costs ; 

15-311 Materials . The net costs of materials (including components), 
both direct >%nd indirect., used or consumfed in performance of Government con- 
tracts are allowable on the basis, hereinafter outlined. Cost may include 
such collateral items as transportation, insurance, purchasing, receiving, 
storage, warehousing and adjustments of inventory accounts 'reasonably re- 
lated to the period of contract perfoxiTiahce resulting from variations at 
cost between book and physical inventories. (See paragraph 15-311.2 for 
basis of materials pricing.) If the cost of collateral items is included in 
material costs, no additional allowance thbref or may be made in the determina- 
tion of manufacturing burden. If such items are not included in material 
costs, they are properly included in overhead. 

15-311.1 Material Credits . In establishing naterial cost, effect 
shall be given, as appropriate, directly^ or indirectly as a reduction of 
total manufacturing costs, to such items as: 
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^(iii) The prices of other .suppliers for the same or sub- 
stantially similar items can be established through quotations, 
correspondence, or by other meians* 

/*(2) In case the transferor is a separate corporation or 
partnership in which nonaffiliated parties hold a minority. interest of 
10 percent or more, a reasonable margin of profit on such saleS in 
recognition of the minority interest may be pemitted by agreement riot-i- 
withstandJ-ng inability to determine market prices In accordance with 
paragraph (1) above* 

/*(3) Under special circumstances, inter-company or inter- 
divisional sales or transfers may be priced tp include a prof it to the 
transferor ^en no evidence exists as to market prices, provided, in 
the opinion of the contracting officer., the, total, price paid by the 
" Government for work performed under the. contract .of . the transferee 
is not increased by such pricing procedures^ ; This departure from the 
basis of pricing such sales or transfers at market prices detemined 
in accordance with paragraph (1) above :Or cost to the transferor 
should be authorized only where all of the: .fpllpwing' circumstances 
exists ■ ^ - • v • 

/"(i) The management of the, transferring unit is- signifi- 
cantly independent (though not necessarily autonomous) of the 
acqu3-ring unitj . . 

/"(ii) It is the contractor's long established practice to 
price inter-company transfers at other than cost and to apply 
such practice to transfers of commercial work as wellj 

^(iii) Routing of work through the integrated unit is not 
affected by departure from tiie cost basis with consequent in- 
crease in total actual production costs of the work* 


prices or anticipated acquisition cost may be used, but the basis of pricing 
must be disclosed. In order to avoid the allowance of contingencies in 
firm f^n^ard pricing actions in ^ich the- anticipated replacement cost may be 
expected to be substantially greater than current market, materials escalation 
provisions may be made a part of the contract ♦ However, situations involving 
changes in material costs which are reasonably certain and determinable, or 
relatively minor in amount, may warrant recognition being given thereto in 
making estimates, 

^c) In cases in which a contractor has integrated operations invol^/ing 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor company or divi- 
sion under appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts' in determining the profit 
or fee for work performed under the contract of the transferee. In other 
cases, where the conditions outlined below do. not exist, inter-pcompany or 
inter-divisional Sales or transfers of materials shall be stated at cost 
to the transferor for purposes of contract pricing of the transferee* 

/"(I) When inter-company or inter-divisional sales or transfers 
of materials are priced in excess of cost, tliey shall be priced^ inso- 
far as possible, upon the basis of the lowest market price detefmined 
in consideration of the following: 

/"(i) The price is the transferor's lowest sa^es price to 
nonaffiliated customers for the same or a similar item, quantity 
and quality considered; 

/"(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or trade publica- 
tions; 
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the basic salary or wage and all fringe benefits vjill be considered in 
determining the reasonableness of the earnings of an individual in rela* 
tion to services rendered. Direct labor cost consists of salaries and 
wages identified specifically with the performance of a contract, job, or 
product. Labor services utilized for joint objectives may be treated as 
indirect costs if specific identification is impractical or uneconomical 
and the results of allocation are equitable^ 

(b) In determining historical costs, labor will generally be charged 
at actual rates paid by the contractor* However, if it is the contractor's 
consistent practice to charge for performance of groups of 


/ 
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Determination of the foregoing facts in any case may require sub- 
mission of cost data of the transferor ^7 

(c) Inter-comparigr or inter-divisional sales or transfers of ma- 
terials shall ordinarily be stated on the basis of cost to the trans- 
feror. However, \inder some circumstances, departure from the cost basis 
may be appropriate but such departure is permissible only if specifically 
authorized hy the contracting officer^ Exaroples of circumstances which 
may justify departure from the cost basis are as follows: 
' (1) Cases where the transferor is an affiliated or subsidiary 

corporation in which non-affiliated "parties hold a minority interest 
of 10 percent or more, 

(2) Transactions involving items regularly manufactured and 
^ •* sold by the contractor through commercial channels. In these cases, 
however, the price must not exceed the lower of (i) the ti^ansferor's 
sales price to its most favored customer for the same or a similar 
item, quantity and quality considered, or (ii) the prices of other 
suppliers for the sarfie. or substantially similar items. 
Departures pursuant to the foregoing, should be authorized at the time 
contract is entered into, should include identification of the types or 
kinds of materials involved and the names of the suppliers, and should 
be provided for in the contractt Also in such event where such sales or 
transfers are authorized they shall be treated as subcontracts in 
negotiating the profit or fee for work performed vinder the contract of 
the transferee, 
15-312 Labor ; 

(a) The cost of obtaining the services of ary individual includes the 
base salary or wage, plus the cost of all fringe benefits. Therefore, both 
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(a) Each class of. condensation is preferably to be accrued as a 
cost over tiie period in which it is earned; 

(b) Tilhere it is the contractor's established practice to record the 
costs at tiie time of pajTient, such practice may be acceptable. This is 
the most commonly used method of accounting for "fringe benefits/' but 
its use mi-ht result in inequities in some cases. For example, if a 
Government contract was performed over the summer months during which 
most of the contractor's employees took . vacations or military leaves 
recbjjnition of the cost r.t time of payment: would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to the 
contractor's commercial woric rems'.ined stable, this method might be equitable. 

(c) -Jhen the costs of an;>: of the elements of fringe benefits are 
greater or lesser m.th respect to defense business as conpared m.th non- 
defense business, such costs should be allocated; so -far as feasible and 
appropriate, between the two classes- of business ^bef. ore f^^ alloca- 
tion of such costs to individual contracts or products. If this method 

of cost allocation is used, it shoiid b-e iised consistently for all elements 
of fringe benefits having a different: cost relationship of defense business 
as compared ^'dth nondefense business. .. 

(d) It may be practicable' to negotiate an- equitable rate for fringe 
benefits based upon experience for a representative period in lieu of 
individual consideration for each item.- Changed conditiohs and circum- 
stances would have to be considered in. maldng such - a determination. The 
experience rate would then be applied to the. more direct labor dosts to 
determine the allowable costs. The use of such rate should be' subject 
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labor at an average rate, or to use standard labor rates, with consequent 
savings in clerical expense or in?)rovenent in labor control, such methods 
may be used, provided labor groupings, and the adjustment for cost vari- 
ances result in a reasonably accurate assessment of total charges. 

(c) Wien labor costs are required f or malcing cost estimates, the 
use of standard labor rates and standard time allowances (appropriately . 
adjusted for experience variances) or reliable engineering estimates is 
acceptable,- Ordinarily the use of wage rates higher than current going- 
rates TrvTill not be permitted for .estimating purposes • In order to avoid 
substantial allov7ances for labor rate contingencies, labor escalation clauses 
may be utilized in fixed-price type contracts. " However, situations involv- 
in;; increases in wage rates x^iich are. reasonably certain and determinable 
or relatively ininpr in amount riiaj'" warrant recognition being given thereto 
in making estimates. 

15 -312 . 1 Fringe Benef its --p- Vacations 3 Holidays, Sick Leave, I^iil i tary 
Leave, and Employee Ins ^.i rance . .Compensation of these types is allowable 
to the extent that, in each individual case., it is required by (i) law, 
(ii) employer-enployee agreeii^nt, (iiij .established policy that consti- 
tutes, in effect, an implicit agreement on the contractor's part, or (iv) 
circumstances of the. particular employment . 

Tlie cost of "fringe benefits" is part of the cost of the work per- 
formed by the employee vhlle on the job^ and . must be considei^ed as having 
a direct relationship to such work*: However, in recognition of the dif- 
ferent accounting treatments accorded, fringe benefits by different con- 
tractors, the cost thereof may be allocated to Government contracts on 
any of the following bases, provided equitable results are achieved: 


unreasonable or othenirise unalloT^aTjle irnder this paragraph^ and are 
allocable to all classes of \>rorlc. Costs of such plans established by 
nonprofit or other organizations not subject to pajniient of Federal income 
taxes arc also allowable epccept to the extent determined to be unreasonable 
or othenfise unallowable under this paragraph, and are allocable to all 
classes of i*7ork, - • 

(b) Pension or retirement plans of a contractor vrhich are subject 
to approval of the . Bureau of Internal iievenue must have been so approved 
before costs under the plans may be allovred as charges under defense, con- 
tracts, feny plans of nonprofit or other tax exenpt organizations are 
also reviewed and approved by the Bureau of Internal iievenue - when not so 
reviewed and approved, each such plan '.d.11 be reviewed, and approved or 
disapproved, by the Department to which audit cognizance is assigned, 
using, insofar as applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, In 
any case where the Bureau of Internal Revenue withdraws approval of a 
plan, approval of amoimts allocated to contract costs or estimates Td.ll 

be withdrawn accordingly • 

(c) The approval of a pension or retirement plan by the Bureau of 
Internal Revenue viill generally be the only approval required by the 
Departments J however, the ri^ht is reserved to require submission of 
any such plan for consideration by a Department and to disapprove such 
plan in its entirety or any feature thereof vjhenever the circumstances 
in a particular case are deemed to warrant such action. Such considera- 
tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions ♦ 

l5-312*2 Fringe Benefits - Bonuse s, Bonuses to employees, such as 
production incentives and suggestion or safety awards > represent a part 
of their total compensation and are an allowable cost under Government 
contracts when appropriately allocated to all classes of work, if they 
are: (l) reasonable in amount^ (2) paid in connection with an estab- 
lished plan which was in effect before the avrard of the Government con- 
tract under consideration, and the plan is consistently followed by the. 
contractor, (3) paid for current services rendered by the employee, 
(h) available to all employees of the contractor, or to all employees 
within a group or salar^r classification, provided such group or salary 
classification is not unreasonably restricted, and (5) represented by 
current expenditm-es of funds rather than by accrual of expenses or 
issuance of stock. 

Bonuses will. not be allowed as a cost on Government contracts uhen 
they arc contingent upon profits and constitute a distribution of profit 
rather than reasonable coit^jensation for services. Bonuses will not be 
allowed when they are restricted to officer or other employee stock- 
holders or are distributed in relation to stockholdings, 

15-312.3 Fringe Benefits - Pension and Retircanent Pla ns > 

(a) The costs of pension and retirement plans, including reasonable 
incidental benefits, such as disability, withdrawal, insurance or sur- 
vivorship allowances which are dediictible from taxable income in accord- 
aixe with the Internal Revenue Code and the regulations of the Bureau of 

Intemal Revenue, are allowable except to the extent determined to be 
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(h) Credits which arise from various sources, such as dividends 
and cancellation of employee benefits, which have not vested at the time 
of terriiination of their eiiroloyr.;ent, must be taken into account in an 
equitable manner in arriving at pension and retirement costs. Special 
provision for these credits is usually necessary vhon the contractor's 
organisation has substantiallj'- expanded for the performancb of 'defense 
contracts and there is reasonable, e^cctation that the" employment of a 
large number of the additional ei.iployees will be tennina ted upon curtail- 
ment of defense work. Under these circumstances, it will be expected that 
an arrangement will be made T-jiiich iri.ll result, as nearly as may be prac- 
ticable, in the Government's receiving the benefit of these cr^edits to 
the same extent as it originally participated in the related costs. There 
arc two general methods which may be used, individually or in combimtion, 
in malcing such •arrangements : 

(i) A lump sum or percentage discount (of current pension cost) 
allowance negotiated and agreed upon in advance. Determination of 

= such allowance is not often an actuarial problem involving a calcula- 
tion basbd upon kno\m factors, but rather is an attempt to reach a 
negotiated agreement as to various uncertain or variable factors in 
a con^^lex situation. Mass lay-off of employees Tiiich may result in 
the incurrence of severance payments costs should generally lead to 
a reduction in pension costs through an increase in pension credits. 

(ii) A retrospective deteri.iination at some time in the future when 
• a more accurate estimate can be made by virtue of esqjerience which 

may have developed. Until such deterr/iination, current costs may be 
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is assigned, and the subsequent action taken by that Department vjill 
generally be accepted by the otxher Departments^ 

(d) Approval of a pension or retirement plan by the Bureau of 
Internal Revenue or by the Departments does not inply that the cost thereof 
for any particular year \ri.ll be allowable for apportionment to contract 
costs or estimates, except to the extent costs for that year meet all 
otiier requirements of the Bureau of Internal iie venue as a deduction for 
income tax purposes, and are allowable under the provisions of this para- 
graph and the other provisions of this section. 

(e) Pension and retirement costs constitute a part of the total 
coniponsation by a contractor to any individual covered by the plan, and 
accordingly arc subject to the provisions of this section i^Tith respect 
to reasonableness of the total corqpensation paid to the individual for 
the services rendered (see AS?R 15-312 and ASPR 15-330,2) • 

(f) VJhcre contributions to pension or retirement plan^ are based 
on profits, providing that provisions of the Internal Revenue Code and 
regul.?,tions of the Bureau of Internal Revenue have been met, the amount 
allowable for apportionment to contracts in any one year shall be the 
amount contributed to the pension trij.st(s; for that year, but not to 
exceed 15 percent of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities 
or of periodic cash payments made to provide pension or retirement bene- 
fits for retiring or retired employees, other than incurred under approved 
pension or retirement plans, ^/ill be subject to consideration on an indiv- 
idual case basis. 


sentative past period. In determining historical costs, such recvirring 
nominal severance pajnnents actually made are allowable* Where the Contrac- 
tor provides for accruals of severance payments in lieu of recording the 
cost thereof at the time of payment, such. method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made over 
a representative past period* Generally, the cost of severance payments 
made during the performance of defense contracts should be allocated to all 
classes of work being performed at the time of payment since it is a reduc- 
tion of total work which causes the severance* The following paragraphs are 
devoted to the treatment of severance payments anticipated tof be necessaiy 
upon the completion or termination of defense production* 

(b) iiass severances * 

(1) Fixed-price type contracts* The considerable uncertainty 
as to "Whether mass severance payments will ever , have to be made is 
such that no consideration will be given thereto in making cost 
estimates or in determining historical costs* This risk is one wliich 
the contractor must assume and for which he is compensated in the 
profit* However, where, because of termination of the contract for 
convenience of the Government, the Contractor does not have the op- 
portunity to earn the profit contemplated by the contracting parties 
at the inception of the contract, costs of severance payments 
actually made and. which are allocable to the terminated contract 
are allowable* In allocating costs to the terriiinated contract (s) 
the costs shall be assigned to the period in which the severance pay 
was actually earned and apportioned to all business of the Contractor 
performed during that period* The cost apportioned to the period of 
of production of the terminated contract (s) should then be allocated 
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allowed provided an appropriate contractual arrangement can be agreed 
upon iniicii reserves the Government's right to these credits. Such re- 
capture provisions will vary in the extent and duration of application 
anc- time of dctemiination* ?or example, such provisions msy be contract- 
xjidc or contractor-wide and the deterr.unation ma^/ be made at termination 
of a defense contract or defense contracts, at mass lay-off of con- 
trrxtor's enployees or at the time of substantial decline in proportion 
of contractor total sales under defense contracts. 
15-312 til Fringe Benefits Severance Pay . The cost of severance pay 
will be considered oal.y. to the extent that, in each individual case, it 
is required by (i) law, (iij employer-employee agreement, (iii) established 
policy that constitutes, in effect, an implicit agreement on the contractor' 
part, or (iv) circumstances of the particular employment., ..Theoretically, 
the right tp^ severance pay is eatned during the entire period of employ- 
ment of the indivual or,- when based 'upon specified years of service^ is 
earned during those years. - In theory, the cost of severance payments should 
bo recorded in the contrSictor's accounts during 'the periods in which the 
employee earned the right to such payments. However, few contractors accrue 
severance payments because (1) the elci'ical c-xpcnso involved in identifying 
and recording the cost for each employee is riot justifiedj and (2) there 
is considerable doubt that anj^' substantial' payments will have to -be made 
since payment is solely contingent upbn future events. 

(a) Recurring^ nominal severance payrientS t The cost of severance 
payments arising from regular employee severances as distinpt frara liiass 
layoffs majr be included in cost estimates only to the extent that such 
estiiiiates are based upon severance payraents actually made over a repre- 
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15-312«5 Fringe Benefits >^ Preiaium Payments for Overtime and Extra^ 
Sliift Work# Costs of this nature consist of only the premium portion of 
overtime and extr^-shift: payments or accruals to employees > not the straight- 
time portion^ Thus, if the rate for overtime vork is time-and-one«half of 
the regular rate, the premium portion is the additional one-half t Similarly^ 
if the wage rate for a second shift is twenty cents an hour above the regvdar 
rate, this additional amount is the premium. 

Overtime and shift premiums are .all9wable if authorized or approved pur- 
suant to the reqiairements of paragraph 12-102« 

Such premiums may be classified as either direct or indirect labor cost, 
but overtime premiums should be separately stated in either event. When 
treated as direct labor cost, overtime premiuias shoiild not be included in 
the base for distribution of overhead. The amount of overtime and shift 
premium cost charged on Government contracts shall not be disproportionate 
to the amount of such costs charged on non-Governiftent work being concurrently 
performed in tlie contractor i^s plant. 

1$-*312.6 Fringe Benefits — Unclaimed Wages . Costs under cost-reim- 
bursement type contracts should reflect accredit for unclaimed wages based 
upon agreement as to the amount thereof reasonably expected not to be paid 
subsequent to the date of completLon or settlement. In this event^ all 
unclaimed wage liability rests with the contractor^ When such an agreement 
cannot be reached, the Government will assume liability for payment of 
unclaimed wages and eliminate all allowances therefor from reimbursement to 
the contractor. 
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between :the terminated contract(s) and all other business of the 
Contractor • If , the termination Claim- is- total cost 
-feasis^ tJie.?aaount so allocated is properly aHd*abl6^ If the claim 
i^^ prepaaned on the inventory basis, the amount 

termiiia ted. contract mst be further subdB-videy; 'between that portion 
of production billed as completed imits ^^d the p^ to.be .inven- . 
toriedt Only the severance pay costs applicable to the latter portion 
is includible in the termination ciaim« 

(2) Cost-reimbursement type .contracts. Mass severance pay costs 
will not be considered in the evaluation of cost estimates} nor will 
any allowance be niade on an estimated basis in determining historical 
costs* Likewise/ :th6- contingency of severance payments will not be 
considered to bfe a; ri^sk"' assumed by the contractor in determining the 
fee since the CroVei^ent assumes . the risk. The cost of severance 
payments actually made upon cessation^ of Government work where there 
is no reasonable prospect of continuing employment on other work of 
the Contractoir are allowable allowable cost shall be determined 

by assigning the total cost to the period in which the severance pay 
was actually earned and apportioning such cost to cost-reimbursem;ent 
type contracts and all other business, of the contractor performed 
during that period** 

A reservation in the final release of claims (see ASPR 
may be made in the case of completed cost-reimbursement type contracts 
where it is reasonable to assume that severance payments allocable 
to the contract will have to be made at some future date* 
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consistent pattern of costing if the results are to be equitable. In sone 
instances, this principle may be applied by direct costing only the major 
items of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

l5-206 Indirect Costs^ Indirect costs, which have the character of 
coaaon or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often teraed "manu- 
f: factoring overhead" or "burden"), which are incurred in fabricating the 

article or performing the servtcej 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling a:xl distribution expenses incurred in marketing the 
products manufactured; 

(d) General and adininistrative expenses incurred in the over-all man- 
agement, supervision, and conduct of the business} 

(e) Financial and other expenses. 

1^-207 ilethods of Allocation of Indirect Costs. Ho general rules re- 
v;-^ garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, because the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed. The metliod of allocation 
# of indirect costs will be acceptable if it is in accord with generalise 
V accepted accounting principles and practices and if it produces equitable 
results under the particular circumstances. (See also paragraphs l5-313*l, 
l5-313t2, 15-320.1 and 15-330.1.) 
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(a) Cash discounts taken. However, if the contractor does not exer- 
cise reasonable precautions in taking advantage^ of . cash discounts available, 
all cash discounts lost may be deducted in: determining allowable costs; 

(b) Trade discounts, rebates, refunds, and allowances on material 
purchased} 

: (c) Credits for scrap and salvage and materials returned to vendors j 
. (d) Credits arising. from differences between book and physical inven- 
tories. . ' 
•15->311#2 ■ Pricing t . 

(a) In determining, historical costs, anj'- . generally recognized method 
of pricing materials issued from stock may be eirroloyed for determixiing actual 
.cost, provided it has been: consistently, used by the^conti^actor, is.. acceptable 

for internal revenue purppsQS, and does not discriminate against the. 
Government. • When materials.; in inventory at the coramencfinent date of a ■ 
Government contract .have ;;a provable ri^placement .cost significantly different 
from book , cost, either l^-he contractor or the Government may elect to use 
such replacement cost in lieu, of .^b^ in pricing .materials issued .from 

sucfe .inYentary#. However, such election including identification of the types 
or- kinds of materials involved should be: made at the time i the contract is 
entered into .and provided for in the-.contract* When materials iare purchased 
apecificaljy for and identifiable solely with ^performance under acontractf 
the actual pTirchase cost thereof should be changed to the contract. Costs 
of subcontracts for components should be deterndned ; s mildly; ^prpyided that, 
when, subcontracts are performed .under qont^^ pricing arrangements .other., 
than firm fixed prices, the negptiation of prices .or determination of : costs 
shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS * 
AND RESEARCH AM) DEVELOPMET-tT CONTRACTS WITK COI£ffiRCI/iL 

ORGAIvTIZATIONS 

15-300 Scope of Part ^ This part states, in some detail, applica- 
tions of the general cost principles and standards set forth in Part 2 of 
this Section to supply contracts and research and development contracts 
with comiuercial organizations* It is ^practicable and Unnecessary to 
cover every element of cost or possible situation that might arise in a 
particular case. However, when tiiis part does not fxJrnish specific guidance, 
the philosophy expressed or mplied in. the:. principles and standards com-, 
prising Part 2 of this Section and the more detailed discussions of similar 
or related items in this Part 3 should be followed. 

15-310 Manufacturing Costs ; 

15-311 Materials . The net costs of materials (including components), 
both direct >%nd indirect., used or consumfed in performance of Government con- 
tracts are allowable on the basis, hereinafter outlined. Cost may include 
such collateral items as transportation, insurance, purchasing, receiving, 
storage, warehousing and adjustments of inventory accounts 'reasonably re- 
lated to the period of contract perfoxiTiahce resulting from variations at 
cost between book and physical inventories. (See paragraph 15-311.2 for 
basis of materials pricing.) If the cost of collateral items is included in 
material costs, no additional allowance thbref or may be made in the determina- 
tion of manufacturing burden. If such items are not included in material 
costs, they are properly included in overhead. 

15-311.1 Material Credits . In establishing naterial cost, effect 
shall be given, as appropriate, directly^ or indirectly as a reduction of 
total manufacturing costs, to such items as: 
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^(iii) The prices of other .suppliers for the same or sub- 
stantially similar items can be established through quotations, 
correspondence, or by other meians* 

/*(2) In case the transferor is a separate corporation or 
partnership in which nonaffiliated parties hold a minority. interest of 
10 percent or more, a reasonable margin of profit on such saleS in 
recognition of the minority interest may be pemitted by agreement riot-i- 
withstandJ-ng inability to determine market prices In accordance with 
paragraph (1) above* 

/*(3) Under special circumstances, inter-company or inter- 
divisional sales or transfers may be priced tp include a prof it to the 
transferor ^en no evidence exists as to market prices, provided, in 
the opinion of the contracting officer., the, total, price paid by the 
" Government for work performed under the. contract .of . the transferee 
is not increased by such pricing procedures^ ; This departure from the 
basis of pricing such sales or transfers at market prices detemined 
in accordance with paragraph (1) above :Or cost to the transferor 
should be authorized only where all of the: .fpllpwing' circumstances 
exists ■ ^ - • v • 

/"(i) The management of the, transferring unit is- signifi- 
cantly independent (though not necessarily autonomous) of the 
acqu3-ring unitj . . 

/"(ii) It is the contractor's long established practice to 
price inter-company transfers at other than cost and to apply 
such practice to transfers of commercial work as wellj 

^(iii) Routing of work through the integrated unit is not 
affected by departure from tiie cost basis with consequent in- 
crease in total actual production costs of the work* 


prices or anticipated acquisition cost may be used, but the basis of pricing 
must be disclosed. In order to avoid the allowance of contingencies in 
firm f^n^ard pricing actions in ^ich the- anticipated replacement cost may be 
expected to be substantially greater than current market, materials escalation 
provisions may be made a part of the contract ♦ However, situations involving 
changes in material costs which are reasonably certain and determinable, or 
relatively minor in amount, may warrant recognition being given thereto in 
making estimates, 

^c) In cases in which a contractor has integrated operations invol^/ing 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor company or divi- 
sion under appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts' in determining the profit 
or fee for work performed under the contract of the transferee. In other 
cases, where the conditions outlined below do. not exist, inter-pcompany or 
inter-divisional Sales or transfers of materials shall be stated at cost 
to the transferor for purposes of contract pricing of the transferee* 

/"(I) When inter-company or inter-divisional sales or transfers 
of materials are priced in excess of cost, tliey shall be priced^ inso- 
far as possible, upon the basis of the lowest market price detefmined 
in consideration of the following: 

/"(i) The price is the transferor's lowest sa^es price to 
nonaffiliated customers for the same or a similar item, quantity 
and quality considered; 

/"(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or trade publica- 
tions; 
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the basic salary or wage and all fringe benefits vjill be considered in 
determining the reasonableness of the earnings of an individual in rela* 
tion to services rendered. Direct labor cost consists of salaries and 
wages identified specifically with the performance of a contract, job, or 
product. Labor services utilized for joint objectives may be treated as 
indirect costs if specific identification is impractical or uneconomical 
and the results of allocation are equitable^ 

(b) In determining historical costs, labor will generally be charged 
at actual rates paid by the contractor* However, if it is the contractor's 
consistent practice to charge for performance of groups of 


/ 



/ 
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Determination of the foregoing facts in any case may require sub- 
mission of cost data of the transferor ^7 

(c) Inter-comparigr or inter-divisional sales or transfers of ma- 
terials shall ordinarily be stated on the basis of cost to the trans- 
feror. However, \inder some circumstances, departure from the cost basis 
may be appropriate but such departure is permissible only if specifically 
authorized hy the contracting officer^ Exaroples of circumstances which 
may justify departure from the cost basis are as follows: 
' (1) Cases where the transferor is an affiliated or subsidiary 

corporation in which non-affiliated "parties hold a minority interest 
of 10 percent or more, 

(2) Transactions involving items regularly manufactured and 
^ •* sold by the contractor through commercial channels. In these cases, 
however, the price must not exceed the lower of (i) the ti^ansferor's 
sales price to its most favored customer for the same or a similar 
item, quantity and quality considered, or (ii) the prices of other 
suppliers for the sarfie. or substantially similar items. 
Departures pursuant to the foregoing, should be authorized at the time 
contract is entered into, should include identification of the types or 
kinds of materials involved and the names of the suppliers, and should 
be provided for in the contractt Also in such event where such sales or 
transfers are authorized they shall be treated as subcontracts in 
negotiating the profit or fee for work performed vinder the contract of 
the transferee, 
15-312 Labor ; 

(a) The cost of obtaining the services of ary individual includes the 
base salary or wage, plus the cost of all fringe benefits. Therefore, both 
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(a) Each class of. condensation is preferably to be accrued as a 
cost over tiie period in which it is earned; 

(b) Tilhere it is the contractor's established practice to record the 
costs at tiie time of pajTient, such practice may be acceptable. This is 
the most commonly used method of accounting for "fringe benefits/' but 
its use mi-ht result in inequities in some cases. For example, if a 
Government contract was performed over the summer months during which 
most of the contractor's employees took . vacations or military leaves 
recbjjnition of the cost r.t time of payment: would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to the 
contractor's commercial woric rems'.ined stable, this method might be equitable. 

(c) -Jhen the costs of an;>: of the elements of fringe benefits are 
greater or lesser m.th respect to defense business as conpared m.th non- 
defense business, such costs should be allocated; so -far as feasible and 
appropriate, between the two classes- of business ^bef. ore f^^ alloca- 
tion of such costs to individual contracts or products. If this method 

of cost allocation is used, it shoiid b-e iised consistently for all elements 
of fringe benefits having a different: cost relationship of defense business 
as compared ^'dth nondefense business. .. 

(d) It may be practicable' to negotiate an- equitable rate for fringe 
benefits based upon experience for a representative period in lieu of 
individual consideration for each item.- Changed conditiohs and circum- 
stances would have to be considered in. maldng such - a determination. The 
experience rate would then be applied to the. more direct labor dosts to 
determine the allowable costs. The use of such rate should be' subject 
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labor at an average rate, or to use standard labor rates, with consequent 
savings in clerical expense or in?)rovenent in labor control, such methods 
may be used, provided labor groupings, and the adjustment for cost vari- 
ances result in a reasonably accurate assessment of total charges. 

(c) Wien labor costs are required f or malcing cost estimates, the 
use of standard labor rates and standard time allowances (appropriately . 
adjusted for experience variances) or reliable engineering estimates is 
acceptable,- Ordinarily the use of wage rates higher than current going- 
rates TrvTill not be permitted for .estimating purposes • In order to avoid 
substantial allov7ances for labor rate contingencies, labor escalation clauses 
may be utilized in fixed-price type contracts. " However, situations involv- 
in;; increases in wage rates x^iich are. reasonably certain and determinable 
or relatively ininpr in amount riiaj'" warrant recognition being given thereto 
in making estimates. 

15 -312 . 1 Fringe Benef its --p- Vacations 3 Holidays, Sick Leave, I^iil i tary 
Leave, and Employee Ins ^.i rance . .Compensation of these types is allowable 
to the extent that, in each individual case., it is required by (i) law, 
(ii) employer-enployee agreeii^nt, (iiij .established policy that consti- 
tutes, in effect, an implicit agreement on the contractor's part, or (iv) 
circumstances of the. particular employment . 

Tlie cost of "fringe benefits" is part of the cost of the work per- 
formed by the employee vhlle on the job^ and . must be considei^ed as having 
a direct relationship to such work*: However, in recognition of the dif- 
ferent accounting treatments accorded, fringe benefits by different con- 
tractors, the cost thereof may be allocated to Government contracts on 
any of the following bases, provided equitable results are achieved: 


unreasonable or othenirise unalloT^aTjle irnder this paragraph^ and are 
allocable to all classes of \>rorlc. Costs of such plans established by 
nonprofit or other organizations not subject to pajniient of Federal income 
taxes arc also allowable epccept to the extent determined to be unreasonable 
or othenfise unallowable under this paragraph, and are allocable to all 
classes of i*7ork, - • 

(b) Pension or retirement plans of a contractor vrhich are subject 
to approval of the . Bureau of Internal iievenue must have been so approved 
before costs under the plans may be allovred as charges under defense, con- 
tracts, feny plans of nonprofit or other tax exenpt organizations are 
also reviewed and approved by the Bureau of Internal iievenue - when not so 
reviewed and approved, each such plan '.d.11 be reviewed, and approved or 
disapproved, by the Department to which audit cognizance is assigned, 
using, insofar as applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, In 
any case where the Bureau of Internal Revenue withdraws approval of a 
plan, approval of amoimts allocated to contract costs or estimates Td.ll 

be withdrawn accordingly • 

(c) The approval of a pension or retirement plan by the Bureau of 
Internal Revenue viill generally be the only approval required by the 
Departments J however, the ri^ht is reserved to require submission of 
any such plan for consideration by a Department and to disapprove such 
plan in its entirety or any feature thereof vjhenever the circumstances 
in a particular case are deemed to warrant such action. Such considera- 
tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions ♦ 

l5-312*2 Fringe Benefits - Bonuse s, Bonuses to employees, such as 
production incentives and suggestion or safety awards > represent a part 
of their total compensation and are an allowable cost under Government 
contracts when appropriately allocated to all classes of work, if they 
are: (l) reasonable in amount^ (2) paid in connection with an estab- 
lished plan which was in effect before the avrard of the Government con- 
tract under consideration, and the plan is consistently followed by the. 
contractor, (3) paid for current services rendered by the employee, 
(h) available to all employees of the contractor, or to all employees 
within a group or salar^r classification, provided such group or salary 
classification is not unreasonably restricted, and (5) represented by 
current expenditm-es of funds rather than by accrual of expenses or 
issuance of stock. 

Bonuses will. not be allowed as a cost on Government contracts uhen 
they arc contingent upon profits and constitute a distribution of profit 
rather than reasonable coit^jensation for services. Bonuses will not be 
allowed when they are restricted to officer or other employee stock- 
holders or are distributed in relation to stockholdings, 

15-312.3 Fringe Benefits - Pension and Retircanent Pla ns > 

(a) The costs of pension and retirement plans, including reasonable 
incidental benefits, such as disability, withdrawal, insurance or sur- 
vivorship allowances which are dediictible from taxable income in accord- 
aixe with the Internal Revenue Code and the regulations of the Bureau of 

Intemal Revenue, are allowable except to the extent determined to be 
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(h) Credits which arise from various sources, such as dividends 
and cancellation of employee benefits, which have not vested at the time 
of terriiination of their eiiroloyr.;ent, must be taken into account in an 
equitable manner in arriving at pension and retirement costs. Special 
provision for these credits is usually necessary vhon the contractor's 
organisation has substantiallj'- expanded for the performancb of 'defense 
contracts and there is reasonable, e^cctation that the" employment of a 
large number of the additional ei.iployees will be tennina ted upon curtail- 
ment of defense work. Under these circumstances, it will be expected that 
an arrangement will be made T-jiiich iri.ll result, as nearly as may be prac- 
ticable, in the Government's receiving the benefit of these cr^edits to 
the same extent as it originally participated in the related costs. There 
arc two general methods which may be used, individually or in combimtion, 
in malcing such •arrangements : 

(i) A lump sum or percentage discount (of current pension cost) 
allowance negotiated and agreed upon in advance. Determination of 

= such allowance is not often an actuarial problem involving a calcula- 
tion basbd upon kno\m factors, but rather is an attempt to reach a 
negotiated agreement as to various uncertain or variable factors in 
a con^^lex situation. Mass lay-off of employees Tiiich may result in 
the incurrence of severance payments costs should generally lead to 
a reduction in pension costs through an increase in pension credits. 

(ii) A retrospective deteri.iination at some time in the future when 
• a more accurate estimate can be made by virtue of esqjerience which 

may have developed. Until such deterr/iination, current costs may be 
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is assigned, and the subsequent action taken by that Department vjill 
generally be accepted by the otxher Departments^ 

(d) Approval of a pension or retirement plan by the Bureau of 
Internal Revenue or by the Departments does not inply that the cost thereof 
for any particular year \ri.ll be allowable for apportionment to contract 
costs or estimates, except to the extent costs for that year meet all 
otiier requirements of the Bureau of Internal iie venue as a deduction for 
income tax purposes, and are allowable under the provisions of this para- 
graph and the other provisions of this section. 

(e) Pension and retirement costs constitute a part of the total 
coniponsation by a contractor to any individual covered by the plan, and 
accordingly arc subject to the provisions of this section i^Tith respect 
to reasonableness of the total corqpensation paid to the individual for 
the services rendered (see AS?R 15-312 and ASPR 15-330,2) • 

(f) VJhcre contributions to pension or retirement plan^ are based 
on profits, providing that provisions of the Internal Revenue Code and 
regul.?,tions of the Bureau of Internal Revenue have been met, the amount 
allowable for apportionment to contracts in any one year shall be the 
amount contributed to the pension trij.st(s; for that year, but not to 
exceed 15 percent of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities 
or of periodic cash payments made to provide pension or retirement bene- 
fits for retiring or retired employees, other than incurred under approved 
pension or retirement plans, ^/ill be subject to consideration on an indiv- 
idual case basis. 


sentative past period. In determining historical costs, such recvirring 
nominal severance pajnnents actually made are allowable* Where the Contrac- 
tor provides for accruals of severance payments in lieu of recording the 
cost thereof at the time of payment, such. method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made over 
a representative past period* Generally, the cost of severance payments 
made during the performance of defense contracts should be allocated to all 
classes of work being performed at the time of payment since it is a reduc- 
tion of total work which causes the severance* The following paragraphs are 
devoted to the treatment of severance payments anticipated tof be necessaiy 
upon the completion or termination of defense production* 

(b) iiass severances * 

(1) Fixed-price type contracts* The considerable uncertainty 
as to "Whether mass severance payments will ever , have to be made is 
such that no consideration will be given thereto in making cost 
estimates or in determining historical costs* This risk is one wliich 
the contractor must assume and for which he is compensated in the 
profit* However, where, because of termination of the contract for 
convenience of the Government, the Contractor does not have the op- 
portunity to earn the profit contemplated by the contracting parties 
at the inception of the contract, costs of severance payments 
actually made and. which are allocable to the terminated contract 
are allowable* In allocating costs to the terriiinated contract (s) 
the costs shall be assigned to the period in which the severance pay 
was actually earned and apportioned to all business of the Contractor 
performed during that period* The cost apportioned to the period of 
of production of the terminated contract (s) should then be allocated 
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allowed provided an appropriate contractual arrangement can be agreed 
upon iniicii reserves the Government's right to these credits. Such re- 
capture provisions will vary in the extent and duration of application 
anc- time of dctemiination* ?or example, such provisions msy be contract- 
xjidc or contractor-wide and the deterr.unation ma^/ be made at termination 
of a defense contract or defense contracts, at mass lay-off of con- 
trrxtor's enployees or at the time of substantial decline in proportion 
of contractor total sales under defense contracts. 
15-312 til Fringe Benefits Severance Pay . The cost of severance pay 
will be considered oal.y. to the extent that, in each individual case, it 
is required by (i) law, (iij employer-employee agreement, (iii) established 
policy that constitutes, in effect, an implicit agreement on the contractor' 
part, or (iv) circumstances of the particular employment., ..Theoretically, 
the right tp^ severance pay is eatned during the entire period of employ- 
ment of the indivual or,- when based 'upon specified years of service^ is 
earned during those years. - In theory, the cost of severance payments should 
bo recorded in the contrSictor's accounts during 'the periods in which the 
employee earned the right to such payments. However, few contractors accrue 
severance payments because (1) the elci'ical c-xpcnso involved in identifying 
and recording the cost for each employee is riot justifiedj and (2) there 
is considerable doubt that anj^' substantial' payments will have to -be made 
since payment is solely contingent upbn future events. 

(a) Recurring^ nominal severance payrientS t The cost of severance 
payments arising from regular employee severances as distinpt frara liiass 
layoffs majr be included in cost estimates only to the extent that such 
estiiiiates are based upon severance payraents actually made over a repre- 
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15-312«5 Fringe Benefits >^ Preiaium Payments for Overtime and Extra^ 
Sliift Work# Costs of this nature consist of only the premium portion of 
overtime and extr^-shift: payments or accruals to employees > not the straight- 
time portion^ Thus, if the rate for overtime vork is time-and-one«half of 
the regular rate, the premium portion is the additional one-half t Similarly^ 
if the wage rate for a second shift is twenty cents an hour above the regvdar 
rate, this additional amount is the premium. 

Overtime and shift premiums are .all9wable if authorized or approved pur- 
suant to the reqiairements of paragraph 12-102« 

Such premiums may be classified as either direct or indirect labor cost, 
but overtime premiums should be separately stated in either event. When 
treated as direct labor cost, overtime premiuias shoiild not be included in 
the base for distribution of overhead. The amount of overtime and shift 
premium cost charged on Government contracts shall not be disproportionate 
to the amount of such costs charged on non-Governiftent work being concurrently 
performed in tlie contractor i^s plant. 

1$-*312.6 Fringe Benefits — Unclaimed Wages . Costs under cost-reim- 
bursement type contracts should reflect accredit for unclaimed wages based 
upon agreement as to the amount thereof reasonably expected not to be paid 
subsequent to the date of completLon or settlement. In this event^ all 
unclaimed wage liability rests with the contractor^ When such an agreement 
cannot be reached, the Government will assume liability for payment of 
unclaimed wages and eliminate all allowances therefor from reimbursement to 
the contractor. 
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between :the terminated contract(s) and all other business of the 
Contractor • If , the termination Claim- is- total cost 
-feasis^ tJie.?aaount so allocated is properly aHd*abl6^ If the claim 
i^^ prepaaned on the inventory basis, the amount 

termiiia ted. contract mst be further subdB-videy; 'between that portion 
of production billed as completed imits ^^d the p^ to.be .inven- . 
toriedt Only the severance pay costs applicable to the latter portion 
is includible in the termination ciaim« 

(2) Cost-reimbursement type .contracts. Mass severance pay costs 
will not be considered in the evaluation of cost estimates} nor will 
any allowance be niade on an estimated basis in determining historical 
costs* Likewise/ :th6- contingency of severance payments will not be 
considered to bfe a; ri^sk"' assumed by the contractor in determining the 
fee since the CroVei^ent assumes . the risk. The cost of severance 
payments actually made upon cessation^ of Government work where there 
is no reasonable prospect of continuing employment on other work of 
the Contractoir are allowable allowable cost shall be determined 

by assigning the total cost to the period in which the severance pay 
was actually earned and apportioning such cost to cost-reimbursem;ent 
type contracts and all other business, of the contractor performed 
during that period** 

A reservation in the final release of claims (see ASPR 
may be made in the case of completed cost-reimbursement type contracts 
where it is reasonable to assume that severance payments allocable 
to the contract will have to be made at some future date* 
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15-313 Other Manufacturing Expenses ; 

15-313*1.. Alloffati on of : Indirect Manufacturing Expenses > Among the 
acceptable bases,^ depending upon circunstances, for allocating indirect man- 
ufacturing expenses aire direct^labor-cost, direct-labor-hburs^ machine-hours, 
and units processed* In mor^ complex manufacturing plants j it is appro- 
priate to departmentaUze the plant for purposes of accounting for manufac- 
turing expenses when aiiy ^ven ign? Is concentrated 

in departraents haying a much higher- or lower expense- -rate than the aTerar;e» 
Expense departmentalization, is desirable in larger and more complex 
plants for purposes of .expense .budgeting aM' control by the responsible 
foreman^ regardless of the. need for a more refined method of expense alio- 
cation* . When manufacturing expenses .are* departmentalized, it is necessary 
to charge service-department expenses (such as the power plant) and factory 
general expenses (such .as taxes, insurance^ etc*) to the productive depart- 
ments on appropriate bases before aillocating the respective productive 
department expenses to prcKiucts ( or' parts thereof) or to contracts or job 
orders for product^* Appropriate bases should be selected for service- 
department and other, expense distributions to produdtive departments - etg*, 
kilowatts of connected power load or metered power consumption, in the case 
of electric power* 

Direct-labor-hours may be preferable for use as a basis for distribu- 
tion, of indirect manufacturing expenses whien, for example, wa:ge rates vary 
widely within a given cost center or department* VJhen direct-labor dollars 
expended fairly reflect machine effort, as well as labor effort, in any pro- 
ductive department, it is most simple, as well as appropriate, to use that 
basis of expense allocation in preference to a direct-labor-hoxir or machine- 
hour basis* When there is much automatic or semiautomatic machinery in a 
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productive department, the Use of ; inac^Hine-hoxir-rate is generally more appro- 
priate for expense allocation* The' txid-ts^processedf-basis of allocation is 
generally appropriate when* a given prbductiye departtaent processes only one 
item, or the several items ai*e " s6 -similiar as itO: be susceptible to meas\u?e- 
ment of iinits processed in terms of a common , denominator — e#g»,- steel 
sheets of various gauges processed through a rolling mill* 

15-313#2 Allocation of Enkiheering Expenses ^ Engineering expenses are 
included in such items as the cost of produci/ <i?sign, tool design, expert^ 
mental development, manufacturing and production. development, lay-out of 
production lines, deteinidnation of machine metrhpds and related blueprinting 
and drafting* The principle* of (arect costing ^se.e paragraph 15-211) would 
indicate the desirability of charging directly < to the benefited activities 
(such as production, facilities, and research and development) all engineer- 
ing costs which can be directly Identified, with s^ch activities* Only a 
relatively minor amount of engineering costs, (consisting chiefly of engineer- 
ing administrative expenses) should remain to be allocated to the activities 
on an indirect basis* All engineering. costs, charged directly or allocated 
should in turn be assigned to products, product .lines, job orders, contracts, 
etc* For fiirther treatment of the costing of research and development, 
special tooling, manufacturing and production engineering and preproduction 
expenses, eoe paragraphs l5-313#7, l5-313#10, l5-313#ll and l5-3i3#12; 
facilities contracts are included in Part h of this Section* 

15«313*3 Depreciation * 

(a) Depreciation accounting is a system, of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if ary), over their estimated useful life in a systematic and rational man- 
ner* It is a process of allocation, not of valuation* Depreciation for the 
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consistent pattern of costing if the results are to be equitable. In sone 
instances, this principle may be applied by direct costing only the major 
items of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

l5-206 Indirect Costs^ Indirect costs, which have the character of 
coaaon or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often teraed "manu- 
f: factoring overhead" or "burden"), which are incurred in fabricating the 

article or performing the servtcej 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling a:xl distribution expenses incurred in marketing the 
products manufactured; 

(d) General and adininistrative expenses incurred in the over-all man- 
agement, supervision, and conduct of the business} 

(e) Financial and other expenses. 

1^-207 ilethods of Allocation of Indirect Costs. Ho general rules re- 
v;-^ garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, because the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed. The metliod of allocation 
# of indirect costs will be acceptable if it is in accord with generalise 
V accepted accounting principles and practices and if it produces equitable 
results under the particular circumstances. (See also paragraphs l5-313*l, 
l5-313t2, 15-320.1 and 15-330.1.) 
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(a) Cash discounts taken. However, if the contractor does not exer- 
cise reasonable precautions in taking advantage^ of . cash discounts available, 
all cash discounts lost may be deducted in: determining allowable costs; 

(b) Trade discounts, rebates, refunds, and allowances on material 
purchased} 

: (c) Credits for scrap and salvage and materials returned to vendors j 
. (d) Credits arising. from differences between book and physical inven- 
tories. . ' 
•15->311#2 ■ Pricing t . 

(a) In determining, historical costs, anj'- . generally recognized method 
of pricing materials issued from stock may be eirroloyed for determixiing actual 
.cost, provided it has been: consistently, used by the^conti^actor, is.. acceptable 

for internal revenue purppsQS, and does not discriminate against the. 
Government. • When materials.; in inventory at the coramencfinent date of a ■ 
Government contract .have ;;a provable ri^placement .cost significantly different 
from book , cost, either l^-he contractor or the Government may elect to use 
such replacement cost in lieu, of .^b^ in pricing .materials issued .from 

sucfe .inYentary#. However, such election including identification of the types 
or- kinds of materials involved should be: made at the time i the contract is 
entered into .and provided for in the-.contract* When materials iare purchased 
apecificaljy for and identifiable solely with ^performance under acontractf 
the actual pTirchase cost thereof should be changed to the contract. Costs 
of subcontracts for components should be deterndned ; s mildly; ^prpyided that, 
when, subcontracts are performed .under qont^^ pricing arrangements .other., 
than firm fixed prices, the negptiation of prices .or determination of : costs 
shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS * 
AND RESEARCH AM) DEVELOPMET-tT CONTRACTS WITK COI£ffiRCI/iL 

ORGAIvTIZATIONS 

15-300 Scope of Part ^ This part states, in some detail, applica- 
tions of the general cost principles and standards set forth in Part 2 of 
this Section to supply contracts and research and development contracts 
with comiuercial organizations* It is ^practicable and Unnecessary to 
cover every element of cost or possible situation that might arise in a 
particular case. However, when tiiis part does not fxJrnish specific guidance, 
the philosophy expressed or mplied in. the:. principles and standards com-, 
prising Part 2 of this Section and the more detailed discussions of similar 
or related items in this Part 3 should be followed. 

15-310 Manufacturing Costs ; 

15-311 Materials . The net costs of materials (including components), 
both direct >%nd indirect., used or consumfed in performance of Government con- 
tracts are allowable on the basis, hereinafter outlined. Cost may include 
such collateral items as transportation, insurance, purchasing, receiving, 
storage, warehousing and adjustments of inventory accounts 'reasonably re- 
lated to the period of contract perfoxiTiahce resulting from variations at 
cost between book and physical inventories. (See paragraph 15-311.2 for 
basis of materials pricing.) If the cost of collateral items is included in 
material costs, no additional allowance thbref or may be made in the determina- 
tion of manufacturing burden. If such items are not included in material 
costs, they are properly included in overhead. 

15-311.1 Material Credits . In establishing naterial cost, effect 
shall be given, as appropriate, directly^ or indirectly as a reduction of 
total manufacturing costs, to such items as: 
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^(iii) The prices of other .suppliers for the same or sub- 
stantially similar items can be established through quotations, 
correspondence, or by other meians* 

/*(2) In case the transferor is a separate corporation or 
partnership in which nonaffiliated parties hold a minority. interest of 
10 percent or more, a reasonable margin of profit on such saleS in 
recognition of the minority interest may be pemitted by agreement riot-i- 
withstandJ-ng inability to determine market prices In accordance with 
paragraph (1) above* 

/*(3) Under special circumstances, inter-company or inter- 
divisional sales or transfers may be priced tp include a prof it to the 
transferor ^en no evidence exists as to market prices, provided, in 
the opinion of the contracting officer., the, total, price paid by the 
" Government for work performed under the. contract .of . the transferee 
is not increased by such pricing procedures^ ; This departure from the 
basis of pricing such sales or transfers at market prices detemined 
in accordance with paragraph (1) above :Or cost to the transferor 
should be authorized only where all of the: .fpllpwing' circumstances 
exists ■ ^ - • v • 

/"(i) The management of the, transferring unit is- signifi- 
cantly independent (though not necessarily autonomous) of the 
acqu3-ring unitj . . 

/"(ii) It is the contractor's long established practice to 
price inter-company transfers at other than cost and to apply 
such practice to transfers of commercial work as wellj 

^(iii) Routing of work through the integrated unit is not 
affected by departure from tiie cost basis with consequent in- 
crease in total actual production costs of the work* 


prices or anticipated acquisition cost may be used, but the basis of pricing 
must be disclosed. In order to avoid the allowance of contingencies in 
firm f^n^ard pricing actions in ^ich the- anticipated replacement cost may be 
expected to be substantially greater than current market, materials escalation 
provisions may be made a part of the contract ♦ However, situations involving 
changes in material costs which are reasonably certain and determinable, or 
relatively minor in amount, may warrant recognition being given thereto in 
making estimates, 

^c) In cases in which a contractor has integrated operations invol^/ing 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor company or divi- 
sion under appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts' in determining the profit 
or fee for work performed under the contract of the transferee. In other 
cases, where the conditions outlined below do. not exist, inter-pcompany or 
inter-divisional Sales or transfers of materials shall be stated at cost 
to the transferor for purposes of contract pricing of the transferee* 

/"(I) When inter-company or inter-divisional sales or transfers 
of materials are priced in excess of cost, tliey shall be priced^ inso- 
far as possible, upon the basis of the lowest market price detefmined 
in consideration of the following: 

/"(i) The price is the transferor's lowest sa^es price to 
nonaffiliated customers for the same or a similar item, quantity 
and quality considered; 

/"(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or trade publica- 
tions; 
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the basic salary or wage and all fringe benefits vjill be considered in 
determining the reasonableness of the earnings of an individual in rela* 
tion to services rendered. Direct labor cost consists of salaries and 
wages identified specifically with the performance of a contract, job, or 
product. Labor services utilized for joint objectives may be treated as 
indirect costs if specific identification is impractical or uneconomical 
and the results of allocation are equitable^ 

(b) In determining historical costs, labor will generally be charged 
at actual rates paid by the contractor* However, if it is the contractor's 
consistent practice to charge for performance of groups of 


/ 
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Determination of the foregoing facts in any case may require sub- 
mission of cost data of the transferor ^7 

(c) Inter-comparigr or inter-divisional sales or transfers of ma- 
terials shall ordinarily be stated on the basis of cost to the trans- 
feror. However, \inder some circumstances, departure from the cost basis 
may be appropriate but such departure is permissible only if specifically 
authorized hy the contracting officer^ Exaroples of circumstances which 
may justify departure from the cost basis are as follows: 
' (1) Cases where the transferor is an affiliated or subsidiary 

corporation in which non-affiliated "parties hold a minority interest 
of 10 percent or more, 

(2) Transactions involving items regularly manufactured and 
^ •* sold by the contractor through commercial channels. In these cases, 
however, the price must not exceed the lower of (i) the ti^ansferor's 
sales price to its most favored customer for the same or a similar 
item, quantity and quality considered, or (ii) the prices of other 
suppliers for the sarfie. or substantially similar items. 
Departures pursuant to the foregoing, should be authorized at the time 
contract is entered into, should include identification of the types or 
kinds of materials involved and the names of the suppliers, and should 
be provided for in the contractt Also in such event where such sales or 
transfers are authorized they shall be treated as subcontracts in 
negotiating the profit or fee for work performed vinder the contract of 
the transferee, 
15-312 Labor ; 

(a) The cost of obtaining the services of ary individual includes the 
base salary or wage, plus the cost of all fringe benefits. Therefore, both 
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(a) Each class of. condensation is preferably to be accrued as a 
cost over tiie period in which it is earned; 

(b) Tilhere it is the contractor's established practice to record the 
costs at tiie time of pajTient, such practice may be acceptable. This is 
the most commonly used method of accounting for "fringe benefits/' but 
its use mi-ht result in inequities in some cases. For example, if a 
Government contract was performed over the summer months during which 
most of the contractor's employees took . vacations or military leaves 
recbjjnition of the cost r.t time of payment: would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to the 
contractor's commercial woric rems'.ined stable, this method might be equitable. 

(c) -Jhen the costs of an;>: of the elements of fringe benefits are 
greater or lesser m.th respect to defense business as conpared m.th non- 
defense business, such costs should be allocated; so -far as feasible and 
appropriate, between the two classes- of business ^bef. ore f^^ alloca- 
tion of such costs to individual contracts or products. If this method 

of cost allocation is used, it shoiid b-e iised consistently for all elements 
of fringe benefits having a different: cost relationship of defense business 
as compared ^'dth nondefense business. .. 

(d) It may be practicable' to negotiate an- equitable rate for fringe 
benefits based upon experience for a representative period in lieu of 
individual consideration for each item.- Changed conditiohs and circum- 
stances would have to be considered in. maldng such - a determination. The 
experience rate would then be applied to the. more direct labor dosts to 
determine the allowable costs. The use of such rate should be' subject 
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labor at an average rate, or to use standard labor rates, with consequent 
savings in clerical expense or in?)rovenent in labor control, such methods 
may be used, provided labor groupings, and the adjustment for cost vari- 
ances result in a reasonably accurate assessment of total charges. 

(c) Wien labor costs are required f or malcing cost estimates, the 
use of standard labor rates and standard time allowances (appropriately . 
adjusted for experience variances) or reliable engineering estimates is 
acceptable,- Ordinarily the use of wage rates higher than current going- 
rates TrvTill not be permitted for .estimating purposes • In order to avoid 
substantial allov7ances for labor rate contingencies, labor escalation clauses 
may be utilized in fixed-price type contracts. " However, situations involv- 
in;; increases in wage rates x^iich are. reasonably certain and determinable 
or relatively ininpr in amount riiaj'" warrant recognition being given thereto 
in making estimates. 

15 -312 . 1 Fringe Benef its --p- Vacations 3 Holidays, Sick Leave, I^iil i tary 
Leave, and Employee Ins ^.i rance . .Compensation of these types is allowable 
to the extent that, in each individual case., it is required by (i) law, 
(ii) employer-enployee agreeii^nt, (iiij .established policy that consti- 
tutes, in effect, an implicit agreement on the contractor's part, or (iv) 
circumstances of the. particular employment . 

Tlie cost of "fringe benefits" is part of the cost of the work per- 
formed by the employee vhlle on the job^ and . must be considei^ed as having 
a direct relationship to such work*: However, in recognition of the dif- 
ferent accounting treatments accorded, fringe benefits by different con- 
tractors, the cost thereof may be allocated to Government contracts on 
any of the following bases, provided equitable results are achieved: 


unreasonable or othenirise unalloT^aTjle irnder this paragraph^ and are 
allocable to all classes of \>rorlc. Costs of such plans established by 
nonprofit or other organizations not subject to pajniient of Federal income 
taxes arc also allowable epccept to the extent determined to be unreasonable 
or othenfise unallowable under this paragraph, and are allocable to all 
classes of i*7ork, - • 

(b) Pension or retirement plans of a contractor vrhich are subject 
to approval of the . Bureau of Internal iievenue must have been so approved 
before costs under the plans may be allovred as charges under defense, con- 
tracts, feny plans of nonprofit or other tax exenpt organizations are 
also reviewed and approved by the Bureau of Internal iievenue - when not so 
reviewed and approved, each such plan '.d.11 be reviewed, and approved or 
disapproved, by the Department to which audit cognizance is assigned, 
using, insofar as applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, In 
any case where the Bureau of Internal Revenue withdraws approval of a 
plan, approval of amoimts allocated to contract costs or estimates Td.ll 

be withdrawn accordingly • 

(c) The approval of a pension or retirement plan by the Bureau of 
Internal Revenue viill generally be the only approval required by the 
Departments J however, the ri^ht is reserved to require submission of 
any such plan for consideration by a Department and to disapprove such 
plan in its entirety or any feature thereof vjhenever the circumstances 
in a particular case are deemed to warrant such action. Such considera- 
tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions ♦ 

l5-312*2 Fringe Benefits - Bonuse s, Bonuses to employees, such as 
production incentives and suggestion or safety awards > represent a part 
of their total compensation and are an allowable cost under Government 
contracts when appropriately allocated to all classes of work, if they 
are: (l) reasonable in amount^ (2) paid in connection with an estab- 
lished plan which was in effect before the avrard of the Government con- 
tract under consideration, and the plan is consistently followed by the. 
contractor, (3) paid for current services rendered by the employee, 
(h) available to all employees of the contractor, or to all employees 
within a group or salar^r classification, provided such group or salary 
classification is not unreasonably restricted, and (5) represented by 
current expenditm-es of funds rather than by accrual of expenses or 
issuance of stock. 

Bonuses will. not be allowed as a cost on Government contracts uhen 
they arc contingent upon profits and constitute a distribution of profit 
rather than reasonable coit^jensation for services. Bonuses will not be 
allowed when they are restricted to officer or other employee stock- 
holders or are distributed in relation to stockholdings, 

15-312.3 Fringe Benefits - Pension and Retircanent Pla ns > 

(a) The costs of pension and retirement plans, including reasonable 
incidental benefits, such as disability, withdrawal, insurance or sur- 
vivorship allowances which are dediictible from taxable income in accord- 
aixe with the Internal Revenue Code and the regulations of the Bureau of 

Intemal Revenue, are allowable except to the extent determined to be 
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(h) Credits which arise from various sources, such as dividends 
and cancellation of employee benefits, which have not vested at the time 
of terriiination of their eiiroloyr.;ent, must be taken into account in an 
equitable manner in arriving at pension and retirement costs. Special 
provision for these credits is usually necessary vhon the contractor's 
organisation has substantiallj'- expanded for the performancb of 'defense 
contracts and there is reasonable, e^cctation that the" employment of a 
large number of the additional ei.iployees will be tennina ted upon curtail- 
ment of defense work. Under these circumstances, it will be expected that 
an arrangement will be made T-jiiich iri.ll result, as nearly as may be prac- 
ticable, in the Government's receiving the benefit of these cr^edits to 
the same extent as it originally participated in the related costs. There 
arc two general methods which may be used, individually or in combimtion, 
in malcing such •arrangements : 

(i) A lump sum or percentage discount (of current pension cost) 
allowance negotiated and agreed upon in advance. Determination of 

= such allowance is not often an actuarial problem involving a calcula- 
tion basbd upon kno\m factors, but rather is an attempt to reach a 
negotiated agreement as to various uncertain or variable factors in 
a con^^lex situation. Mass lay-off of employees Tiiich may result in 
the incurrence of severance payments costs should generally lead to 
a reduction in pension costs through an increase in pension credits. 

(ii) A retrospective deteri.iination at some time in the future when 
• a more accurate estimate can be made by virtue of esqjerience which 

may have developed. Until such deterr/iination, current costs may be 
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is assigned, and the subsequent action taken by that Department vjill 
generally be accepted by the otxher Departments^ 

(d) Approval of a pension or retirement plan by the Bureau of 
Internal Revenue or by the Departments does not inply that the cost thereof 
for any particular year \ri.ll be allowable for apportionment to contract 
costs or estimates, except to the extent costs for that year meet all 
otiier requirements of the Bureau of Internal iie venue as a deduction for 
income tax purposes, and are allowable under the provisions of this para- 
graph and the other provisions of this section. 

(e) Pension and retirement costs constitute a part of the total 
coniponsation by a contractor to any individual covered by the plan, and 
accordingly arc subject to the provisions of this section i^Tith respect 
to reasonableness of the total corqpensation paid to the individual for 
the services rendered (see AS?R 15-312 and ASPR 15-330,2) • 

(f) VJhcre contributions to pension or retirement plan^ are based 
on profits, providing that provisions of the Internal Revenue Code and 
regul.?,tions of the Bureau of Internal Revenue have been met, the amount 
allowable for apportionment to contracts in any one year shall be the 
amount contributed to the pension trij.st(s; for that year, but not to 
exceed 15 percent of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities 
or of periodic cash payments made to provide pension or retirement bene- 
fits for retiring or retired employees, other than incurred under approved 
pension or retirement plans, ^/ill be subject to consideration on an indiv- 
idual case basis. 


sentative past period. In determining historical costs, such recvirring 
nominal severance pajnnents actually made are allowable* Where the Contrac- 
tor provides for accruals of severance payments in lieu of recording the 
cost thereof at the time of payment, such. method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made over 
a representative past period* Generally, the cost of severance payments 
made during the performance of defense contracts should be allocated to all 
classes of work being performed at the time of payment since it is a reduc- 
tion of total work which causes the severance* The following paragraphs are 
devoted to the treatment of severance payments anticipated tof be necessaiy 
upon the completion or termination of defense production* 

(b) iiass severances * 

(1) Fixed-price type contracts* The considerable uncertainty 
as to "Whether mass severance payments will ever , have to be made is 
such that no consideration will be given thereto in making cost 
estimates or in determining historical costs* This risk is one wliich 
the contractor must assume and for which he is compensated in the 
profit* However, where, because of termination of the contract for 
convenience of the Government, the Contractor does not have the op- 
portunity to earn the profit contemplated by the contracting parties 
at the inception of the contract, costs of severance payments 
actually made and. which are allocable to the terminated contract 
are allowable* In allocating costs to the terriiinated contract (s) 
the costs shall be assigned to the period in which the severance pay 
was actually earned and apportioned to all business of the Contractor 
performed during that period* The cost apportioned to the period of 
of production of the terminated contract (s) should then be allocated 
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allowed provided an appropriate contractual arrangement can be agreed 
upon iniicii reserves the Government's right to these credits. Such re- 
capture provisions will vary in the extent and duration of application 
anc- time of dctemiination* ?or example, such provisions msy be contract- 
xjidc or contractor-wide and the deterr.unation ma^/ be made at termination 
of a defense contract or defense contracts, at mass lay-off of con- 
trrxtor's enployees or at the time of substantial decline in proportion 
of contractor total sales under defense contracts. 
15-312 til Fringe Benefits Severance Pay . The cost of severance pay 
will be considered oal.y. to the extent that, in each individual case, it 
is required by (i) law, (iij employer-employee agreement, (iii) established 
policy that constitutes, in effect, an implicit agreement on the contractor' 
part, or (iv) circumstances of the particular employment., ..Theoretically, 
the right tp^ severance pay is eatned during the entire period of employ- 
ment of the indivual or,- when based 'upon specified years of service^ is 
earned during those years. - In theory, the cost of severance payments should 
bo recorded in the contrSictor's accounts during 'the periods in which the 
employee earned the right to such payments. However, few contractors accrue 
severance payments because (1) the elci'ical c-xpcnso involved in identifying 
and recording the cost for each employee is riot justifiedj and (2) there 
is considerable doubt that anj^' substantial' payments will have to -be made 
since payment is solely contingent upbn future events. 

(a) Recurring^ nominal severance payrientS t The cost of severance 
payments arising from regular employee severances as distinpt frara liiass 
layoffs majr be included in cost estimates only to the extent that such 
estiiiiates are based upon severance payraents actually made over a repre- 
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15-312«5 Fringe Benefits >^ Preiaium Payments for Overtime and Extra^ 
Sliift Work# Costs of this nature consist of only the premium portion of 
overtime and extr^-shift: payments or accruals to employees > not the straight- 
time portion^ Thus, if the rate for overtime vork is time-and-one«half of 
the regular rate, the premium portion is the additional one-half t Similarly^ 
if the wage rate for a second shift is twenty cents an hour above the regvdar 
rate, this additional amount is the premium. 

Overtime and shift premiums are .all9wable if authorized or approved pur- 
suant to the reqiairements of paragraph 12-102« 

Such premiums may be classified as either direct or indirect labor cost, 
but overtime premiums should be separately stated in either event. When 
treated as direct labor cost, overtime premiuias shoiild not be included in 
the base for distribution of overhead. The amount of overtime and shift 
premium cost charged on Government contracts shall not be disproportionate 
to the amount of such costs charged on non-Governiftent work being concurrently 
performed in tlie contractor i^s plant. 

1$-*312.6 Fringe Benefits — Unclaimed Wages . Costs under cost-reim- 
bursement type contracts should reflect accredit for unclaimed wages based 
upon agreement as to the amount thereof reasonably expected not to be paid 
subsequent to the date of completLon or settlement. In this event^ all 
unclaimed wage liability rests with the contractor^ When such an agreement 
cannot be reached, the Government will assume liability for payment of 
unclaimed wages and eliminate all allowances therefor from reimbursement to 
the contractor. 
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between :the terminated contract(s) and all other business of the 
Contractor • If , the termination Claim- is- total cost 
-feasis^ tJie.?aaount so allocated is properly aHd*abl6^ If the claim 
i^^ prepaaned on the inventory basis, the amount 

termiiia ted. contract mst be further subdB-videy; 'between that portion 
of production billed as completed imits ^^d the p^ to.be .inven- . 
toriedt Only the severance pay costs applicable to the latter portion 
is includible in the termination ciaim« 

(2) Cost-reimbursement type .contracts. Mass severance pay costs 
will not be considered in the evaluation of cost estimates} nor will 
any allowance be niade on an estimated basis in determining historical 
costs* Likewise/ :th6- contingency of severance payments will not be 
considered to bfe a; ri^sk"' assumed by the contractor in determining the 
fee since the CroVei^ent assumes . the risk. The cost of severance 
payments actually made upon cessation^ of Government work where there 
is no reasonable prospect of continuing employment on other work of 
the Contractoir are allowable allowable cost shall be determined 

by assigning the total cost to the period in which the severance pay 
was actually earned and apportioning such cost to cost-reimbursem;ent 
type contracts and all other business, of the contractor performed 
during that period** 

A reservation in the final release of claims (see ASPR 
may be made in the case of completed cost-reimbursement type contracts 
where it is reasonable to assume that severance payments allocable 
to the contract will have to be made at some future date* 
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15-313 Other Manufacturing Expenses ; 

15-313*1.. Alloffati on of : Indirect Manufacturing Expenses > Among the 
acceptable bases,^ depending upon circunstances, for allocating indirect man- 
ufacturing expenses aire direct^labor-cost, direct-labor-hburs^ machine-hours, 
and units processed* In mor^ complex manufacturing plants j it is appro- 
priate to departmentaUze the plant for purposes of accounting for manufac- 
turing expenses when aiiy ^ven ign? Is concentrated 

in departraents haying a much higher- or lower expense- -rate than the aTerar;e» 
Expense departmentalization, is desirable in larger and more complex 
plants for purposes of .expense .budgeting aM' control by the responsible 
foreman^ regardless of the. need for a more refined method of expense alio- 
cation* . When manufacturing expenses .are* departmentalized, it is necessary 
to charge service-department expenses (such as the power plant) and factory 
general expenses (such .as taxes, insurance^ etc*) to the productive depart- 
ments on appropriate bases before aillocating the respective productive 
department expenses to prcKiucts ( or' parts thereof) or to contracts or job 
orders for product^* Appropriate bases should be selected for service- 
department and other, expense distributions to produdtive departments - etg*, 
kilowatts of connected power load or metered power consumption, in the case 
of electric power* 

Direct-labor-hours may be preferable for use as a basis for distribu- 
tion, of indirect manufacturing expenses whien, for example, wa:ge rates vary 
widely within a given cost center or department* VJhen direct-labor dollars 
expended fairly reflect machine effort, as well as labor effort, in any pro- 
ductive department, it is most simple, as well as appropriate, to use that 
basis of expense allocation in preference to a direct-labor-hoxir or machine- 
hour basis* When there is much automatic or semiautomatic machinery in a 


1529 ; 

productive department, the Use of ; inac^Hine-hoxir-rate is generally more appro- 
priate for expense allocation* The' txid-ts^processedf-basis of allocation is 
generally appropriate when* a given prbductiye departtaent processes only one 
item, or the several items ai*e " s6 -similiar as itO: be susceptible to meas\u?e- 
ment of iinits processed in terms of a common , denominator — e#g»,- steel 
sheets of various gauges processed through a rolling mill* 

15-313#2 Allocation of Enkiheering Expenses ^ Engineering expenses are 
included in such items as the cost of produci/ <i?sign, tool design, expert^ 
mental development, manufacturing and production. development, lay-out of 
production lines, deteinidnation of machine metrhpds and related blueprinting 
and drafting* The principle* of (arect costing ^se.e paragraph 15-211) would 
indicate the desirability of charging directly < to the benefited activities 
(such as production, facilities, and research and development) all engineer- 
ing costs which can be directly Identified, with s^ch activities* Only a 
relatively minor amount of engineering costs, (consisting chiefly of engineer- 
ing administrative expenses) should remain to be allocated to the activities 
on an indirect basis* All engineering. costs, charged directly or allocated 
should in turn be assigned to products, product .lines, job orders, contracts, 
etc* For fiirther treatment of the costing of research and development, 
special tooling, manufacturing and production engineering and preproduction 
expenses, eoe paragraphs l5-313#7, l5-313#10, l5-313#ll and l5-3i3#12; 
facilities contracts are included in Part h of this Section* 

15«313*3 Depreciation * 

(a) Depreciation accounting is a system, of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if ary), over their estimated useful life in a systematic and rational man- 
ner* It is a process of allocation, not of valuation* Depreciation for the 
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generally be deterriiined by groups of facilities for which the factors bear- 
ing on estimated useful life are similar^ The amount of depreciation written 
off in any fiscal period may vary with volume of production or be increased 
.for multishift operation, provided the method followed is consistent with 
basic objective set forth in subparagraph (b) above# Special methods have 
been established for determining depreciation on -emergency facilities cov- 
ered by Certificates of Necessity by a special directive set forth in an 
appendix of this Section. 

(d) Depreciation should be bs^ed upon original cost. of the facilities, 

whether measured by purchase agreement for a cash consideration, the fair 

• ■ ».,.■••'"■■• 

value of securities issued in exchange, or siiiiilar appropriate measures, 
^^though it is permissible tliat such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practifee 'will be followed consistently 
in the future and also provided that otherx-Tise the charge is riiade at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view' of the estimated useful life of 
the facilities* In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in the depreciation charge for the cujrreat year. No other basis 
of determining appreciation in value of f acilitieis may be utilized in de- 
teniiining depreciation for purposes of contract costs j for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
is applicable^/ 


year is the portion of the total charge under such a system that is allocated 
to the year # Depreciation on a contractor's plant^ equipment and other capi- 
tal facilities is an allowable element' of contract cost^ usually of an in- 
direct nature. ' . 

(b) Useful life, Ss above referred to, has reference to the prospec- 
tive period of economic usefulness iri the particular contractor's operations 
as distinguished from physical life. In establishing estir.iated useful life, 
consideration should be given to all of the factors of wear and tear, obso- 
lescence (both economic and technological), and inadequacy, which are common 
to the depreciation problem. ' Of these factors, obsolescence is most often 
the' limiting or controlHng" bnei Obsolescence of facilities, from the 
standpoint of economic utility, is always a prospect or contingency to be . . 
anticipated (differing only in degree, in each instance) with respect to ' 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant arid equipment. Costs of depreciation and maintenance ar^e 
mutually related. Wear arid ti^ar may be increased by lack of maintenance or 
may be made good by maintenance" (often indefinitely, so long as it is eco- 
nor«iical to do so arid provided bbsolesocnce or inadequacy has not become 
preeminent). Hence, estiriaites Of useful life of facilities in each case 
should take into consideration the' actual r.iaintenance policy in effect. 

(c) Deprcciatibn may "be determined by application of any one of the 
generally accepted methods j hox^ever, the selected method and rate of depre- 
ciation used should, iri the absence of compelling reasons to the contrary, 
consistently be applied froia year to year. Generally, however, deprecia- 
tion is too intangible to warrant meticulous computations by /application 
of rates by individual items of plant and equipment, although such compu^ 
tations are frequent and will be recognized. Hence, depreciation will 


l5-313«U Repairs »nd Mainte]iancje » Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment irtiich, aQcording to generally accepted accounting 
principles, should he capitalized and made the subject of depreciation. 
There is, of course, a twilight, zone between repairs or maintenance and 
capital e3^enditures within which 9- contractor should be- piermitted' to 
operate upon the basis of his established accounting practice, if the 
results are equitable, Po^ exainple, .certain major costs of building 
alterations and rebuilding. or 
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(e) No deyreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully .depreciated but still in 
use when a sut*stantial portion of such depreciation was on a basis that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or sub contracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may compute normal depreciation on the 
cost of jjacilities in use without reference to previous depreciation pro- 
visionsit However, if the amo\xnt of depreciation allowed on fully depreciated 
assets is material, this might be evidence of the application of excessive 
depreciation rates to assets not fully depreciated^ If excessive rates are 
used, total depreciation claimed should be reduced so as to reflect the 
application of more equitable rates ♦ Fully depreciated facilities will be 
determined on the basis of relating original cost to accumulated depreciation 
on such cost, Regardless of whether there is an adjustment of ciirrent depre- 
ciation charges based upon adjusting the cost of facilities to current price 
levels»7 

(f ) No depreciation may be allowed on facilities which are not in use, 
except such facilities as are held for reasonable production standby pur- 
poses and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production, 

(g) Biere are several methods of accounting for small tools and ex- 
pendable equipment, if in accord with generally accepted accounting princi- 
ples, any method consistently applied by the contractor will be acceptable; 
provided, however, that allowances for such items are recognized to repre- 
sent depreciation allowances for the use of the items^ Where acquisition 
costs are not capitalized, particular attention should be given to the 
residual value of such items upon completion or termination of the contract^ 


tractor, an additional cost allowance may be made in determining costs of 
the terminated contracts for the purpose of contract settlement, provided 
such facilities are transferred to the Government, if so desired, or an 
equitable adjustment is made in favor of the Government in reco,c^nition of 
any resale or salvage value estimated for such f acilities* 

15-313 #6 Rentals of Plant and Bquipment t Rentals of plant or equipment 
are allowable if reasonably required for the performance of the contract and 
if bona fide and reasonable as to rate and duration* Special care should be 
exercised in determining reasonableness of rentals in cases in which rates 
were arrived at as a result of less than arm^s length bargaining. Rental 
costs may not be bona fide under the follo^ang circumstances t 

(a) Rentals paid to persons, including corporations, affiliated 
with the contractor* 

(b) Rentals paid to unaffiliated persons, including corporations, 
upon property formerly ovjned by the contractor when such property was 
fully depreciated or substantially fully depreciated before sale or 
transfer and Government contracts absorbed a significant portion of 
such depreciation^ In either case (a) or (b), rentals will be limited 
to a reasonable amount of depreciation, as might be determined if the 
property were owned by the contractor, plus carrying costs which are 
not paid by the contractor .under the terms of the lease, including 
maintenance, taxes, and insurance (but not interest on the investment)^ 
15-313#.7 Preparatory Costs * Preparatory costs or expenses, also 

known as ^make-ready costs", are costs specially incurred in preparing to 
operate under a specific contract or contracts* They include costs of 
organization and planning, eitployee recruitment and training, engineering 
and development (including product design, product specifications, and 
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rehabilitating machinery and oquipmont may reasonably be treated in some 
instances as either repairs and maintenance expenses or capital expenditures, 
depending in part upon the contractor's. established policy^ In making 
decisions vjith respect to the alternative accounting treatment of these itemis,' 
consideration should be given to the materiality of the amounts involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government^ In the latter cMe^f ©^"^ntract - ; . 
pricing purposes, the cost generally should be considered to be of a capital 
nature and the subject of depreciatiori. In those instances where it may be 
appropriate to charge the cost of extraordinary rehabilitation to expense, 
special care shoiild be taken in equitably allocating the costs to all the 
benefited classes of work (see 15-313.7 "Preparatory Costs")* Repairs 
and maintenance costs on facilities which are not in use will not be 
allowed, except on individual it^fas of macfhinery.. and equipment (as distinct 
from entire plants or significant portions ..thereof ) held for reasonable 
standby purposes • Repairs and rrtaintenance on additional plant capacity 
reserved for defense production .vdli: be ,.allp^^^^ if specifically provided 

by contractual agreement. *■ '? . i ■ \ 

15-313.5 Profits or Losses on Disposition of Plant and Equipment s In. 
determining contract costs, no recognition will be given to profits or losses 
on disposition of plant and equipment. for reason that depreciation reason^ 
ably deterrained, providers the' exclusive , charge for the cost of using a 
contractor's facilities. However, when a. contractor has capitalized special 
purpose facilities acquired solely for. performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
changes or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con^ 
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Initial production costs may consist of the excessive portion of mater- 
ial costs incurred in the early stages of production, on contracts requiring 
new products or greatly increased. production, as the result of abnormal 
quantities of materials used .or abnormal scrap losses. Initial costs may 
also consist of the excessive portion of direct-labor costs, plus a proper per- 
tion oi' the related overhead,,. incurred in the early stages of production due 
to such causes as excessiye def ective . work resulting from inexperienced labor, 
idle time and subnormal production occasioned by testing and changing methods 
of processing, and cost, of training. employees. The justification for such 
special costs depends upon .their? -nature and causes', and not merely upon the 
fact that total production costs are high. 

After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome, unit cost will usually tend 
• to .level off, thereby eyidcncing ithe end df the initial period of production 
but not necessarily representing the. loi^st unit cost eventaulOy attainable 
during the operation of .the entire -contract; If, however, these costs con- 
tinue abnormaxly high. af^«r a contractor'- has been allotted a reasonable length 
of time in which to learn how... to miske ' a • product efficiently, the excessive 
costs may not properly bo allowable for purposes of estimating under cost 
reimbursement type contracts, or estimating for 'formal pricing purposes in 
fixed price type contracts, and. should receive special consideration in 
determining historical co, ts under existing contracts, or in establishing 
costs under terminated contract. .eettlan^gjt^;* -'■ --• 

/I5-313,9. .ReconvdrSion Expenses , Reconversion ia^^onses are those con- 
nected, iilth restoration 'oif facilities to approximately the same physical """ 
arrangement and condition they were in immediately prior to lihe beginning 
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plannLng of production processes and laj'-out) and plant alternatj,on and re- 
an^angGTient. Preparatory costs do not include initial production (starting 
load) costs Tidiich are treated in paragraph 15-313*8, or manufacturing and 
production engineering which is treated in paragraph 15-313»11 or special 
tooling which is treated in paragraph 15-313#10# 

Preparatory costs^ when incurred for the exclusive benefit of Government 
production^ are allocable directly or indirectly to the contracts benefiting 
from such costs • v^hen preparatory costs benefit other classes of work as 
well as Government work, an equitable allocation to all benefited classes of 
work is proper* 

Preparatory costs (sometimes called "Anticipatory Costs") may have been 
incurred prior to the award of a definitive contract, Tiie amounts of such 
costs^ for purposes of contract cost allox^rances, are subject to approval of 
contracting officers based upon advance understandings or upon subsequent 
negotiation* In such case a specific provision limiting the amount, types 
and period of pre-award prepar*atory costs should be incorporated in any 
definitive contract* Similarly, it is desirable that prior approval of 
the contracting officer be obtained in the event that unusual charges of 
this type are to be incurred during the life of the contract. However, the 
absence of such provision or approval will not preclude consideration of the 
costs in subsequent price negotiations or determinations under such contracts* 

15-313»8 Initial f^roduction Costs » Initial Production Costs, also 
known as "starting-load costs", are non^reciirring costs that arise in the 
early stages of production because of the contractor's, unfamiliarity or lack 
of experience with the particiilar materials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs" 
or e3q)enses (also known as "make-reacfy costs" )# 
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stances meeting the above conditionSjj7 

15-313«9 Recoriversion Costs ^ Reconversion costs are those incurred 
in the restoration of facilities to approximately the same physical arrange- 
ment and condition they were in immediately prior to the beginning of defense 
work^ and includes the cost of removal of Gov emmenfc property. Reconversion 
costs, except for the removal of Government property, are incurred for the 
benefit of future production,, and as such are properly chargeable against 
such production. Except for the costs of removing Government properly, and 
the restoration and rehabilitation costs caused by such removal and specifi- 
cally provided for in the contract, reconversion costs are not allowable. 

15-313*10 Special Tooling . The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to. the production of the particular supplies or 
the performance of the particular services for which acq\iired or furnished* 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment* 

The cost of special tooling, when acquire.d for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at tlie time of acquisition, is allocable to the specific Government con- 
tract(s)* The cost of any special tooling which is useful under both 
Government contracts and commercial work will be subject to allocation 
between them. No part of the cost of tooling which is special to commercial 
work only xd.ri be allocated to Government work. The cost of npn-special 
tooling is not subject to direct allocation, but is subject to depreciation, 
which is treated elsewhere in this Part, except that in the production of 
standard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation. 
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of defense work,< including the removal of --Government property. In many 
cases, reconversion costs,, except for the removal of Government property- 
are 'incurred for the benefit of futxire production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where eai of the circumstances outlined bolow exist, reconversion 
costs may be recognized through specific contractual provision^ 

^a) There must have been a major alteration or rearrangement of faci- 
lities at the inception of defense work for the sole purpose of performance 
of defense contracts, or facilities wore nex^yly acquired buildings in which 
Govei^nmeht machinery and equipment has been installed. In the latter case, 
only the cost of removing Government property is to..b,e...considered# 

^) Ihe necessity of reconversion of facilities to approximately the 
same physic aa arrangement and condition they were in immediately prior to 
th'e' beginning of defense work and the costs thereof must be reasonably 
certain and determinable. 

^c) There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or re arrangement « 

/Xd) Neither the partictilar contract nor any other contract contains 
an allowance for the use of facilities which would condensate the contract 
tor for reconversion expenses • . 

Reconversion costs shall be alloi^ed only in pricing those fixed price 
contracts in existence or actually being negotiated at the time the costs 
of conversion were incurred. In the event of subsequent conversions or 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in corit-reimbursement • '•ype contracts to 
compensate the contractor for actual reconversion costs incurred in circum» 
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may be divided into two major categories ~ (1) product research and develop 
ment, and (2) general researcht 

(a) Product research or development is that which is directed toward 
the design^ improvement or utilization of a particular product or product 
line. In costing production contracts, current costs (or estimates thereof 
*.ere forward pricing is involved) of product research or development will 
be allowable. However the principle of direct costing by product or product 
line, as appropriate,, should be applied, and provided further that such 
costs are not reimbursed te the cbnt'ractor under separate research and/or' 
development contracts. No costs of product research or. development . may be 
allocated to Department of -Defense -researcli'^'a^^^ development contracts 
other than the direct costs of performing the contract. and the proper share 
of the indirect costs of administering the research. or development program. 
In some instances it may be apprcrpiriate to establish by contract provision 

a ceiling on the amount of product research or development to be allowed. 

(b) General research is all research other than that which is directed 
toward the design, improvement or utilization of a particular product or 
product line. The cost of general research, wiien reasonable in amount and 
incurred in accordance with the contractor's established, practice, is allo- 
cable to all classes cf work, including* defense work, provided such costs are 
not reimbursed to the contractor under separate defense research contracts, 
gifts, grants, trust funds or other similar' sources • No general research 
costs which were incurred in accounting periods prior to th6 award of. the 
particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 
required to defer research costs incurred during the period of performance 
of defense contracts to subsequent accounting periods. In some instances 


Khen the resultant charges are reasonably equitable between fiscal years. 
VJhon the entire cost or a substantial portion of the cost of such special 
tooling has been allocated to fixed-price Govornment contracts, the asset 
concerned shall be subject to the provisions of Part 3 of Section XEII and 
of the Special Tooling contract clause for fixed-price contracts set forth 
in paragraph 13-50li» When such special tooling is acquired under cost- 
reimbursement type contracts it shall be subject to the provioions of the 
contract clause set forth in paragraph 13-503 entitled "Government Property*' 
r.nd to the provisions of Appendix B, ASPR, applicable to Govemment-ovmed 
special tooling* 

15-313 #11 I'lanufacturing and Production Engineering# Manufacturing and 
production engineering includes the cost of engineering activities in con- 
nection with (1) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, tool design and fabrication for im- 
proved tooling, and (2) production problems such as component design for 
purposes of simplifying productiont Such activities are usually for the 
purposes closer control and reduction of manufacturing costs and the costs 
thereof are allowable • A characteristic of this tj^e of expense is that 
it can be related to a specific contract, product or product line and is there- 
for chargeable thereto either directly or by allocation. (See ASPR 15-313«2)« 
Ihis is in contrast to general research and development which, by its general 
nature, carnot be directly associated 'wj.th a specific contract, product, or . 
product line* 

15-313«12« Research and Dr-velopment . Research and development expenses 


(iv) Royalties are paid under an agreement entered into after 
the award cf the contract without the approval of the contracting 
officer • 

In any case involving a patent formerly owned by the contractor, the 
allowance will be limited to that which would have been made had the 
contractor retained title thereto* In all other cases, the allowance 
shall be reduced by the amount considered to be unreasonable, 
(c) Care should be exercised to prevent charges for the use of patents 
when the Government already has, in fact, rights to such patents. The Gov- 
ernment may have obtained a royalty free license or title to patents as a 
result of contract clauses such as contained in paragraph 9-10? and 9-112, 
as a result of settlement of claims, as a result of the employer's right 
in employees' inventions provided under Executive Order IOO96, as a result 
of a royalty adjustment settlement, or as a result of separate purchase or 
gift* 

15t313#1U Plant Protection Expenses . 

(a) These expenses represent costs incurred in protecting the contrac- 
tor's personnel and plant against fire, theft, sabotage, espionage, civil 
disorder,, eneit^r attack, or other violent destructive forces.. Plant protec- 
tion expenses are allowable costs of defense contracts.. Normally they will 
consist of guards* wages and labor costs related thereto, costs of individual 
equipment, cost of plant protection equipment if of minor amount, and depre- 
ciation of plant protection equipment. To the extent these costs are attri- 
butable solely to defense special security requirements, they are allocable 
entirely to* defense contracts. Costs of normal plant protection not result- 
ing from such special requirements, generally, should be indirectly allocated 
to all classes of work. 


it nay be appropriate to establish by contract provision a ceiling on the 
amount of general research to be allowed. 

(Mote ~ See paragraph 9-107 for information as to patent rights 
to be obtained viien research or development work is called for 
or required in the performance of a contract or when allowances 
are made for costs for product research or development*) 
15-313»13 Patents and Royalties # 

(a) Amortizatitn of the cost of purchased patents owned by a contractor 
applicable to products or processes covered by a contract is an allowable 
element' of cost to the extent reasonably allocable to the contract* Research 
ind development costs leading to patents are treated in paragraph l5-313»12t 
' (b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts may have been arrived at as a result of less than 
arm^s length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor* 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor iJhen 
the costs of such patents or the research and development work 
thereon were substantially recovered through charges against the 
costs of defense business. 

(iii) Royalties are paid to unaffiliated persons, including 
corporations, irnder an agreement entered into in contemplation 
that a Government contract would be awarded. 


(i) Recommendations and requirements of the duly constituted 
Governmental authority having jurisdiction over civil defense in the 
local area* 

(li) The extent of like measures being taken by other businesses 
within the local airea, particularly those not producing under Govern- 
ment contracts^ 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furnishing an inducement to the contractor 
to incur the cost* 
15.313^15 Insurance and Bonds > 

(a) Jo the extent that a contractor's insurance program has been 
reviewed and approved by the insurance authorities of the military depart- 
ments, procurement and audit personnel of the military departments will be 
governed thereby* 

(b) The net cost of insurance and bonds, after deduction of dividends 
or other allowances which may be expected, if reasonably necessary, to the 
operation of a business, is an allowable cost on Government contracts to 
the extent allocable. Some, but not all, of the types of coverage which 
may. be reasonably necessary are property, 'aircraft, automobile, general 
liability, product liability, workmen's compensation, employees' group, 
accident and disability, use and occupancy, (but excluding that portion of 
the policy premium applicable to anticipated loss of profit and costs which 
are unallowable under this Section) and fidelity and surety bonds (including 
performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex- 
cept when premiums are paid in behalf of executives or employees pursuant 


(b) A special problem may arise in the case of fixed price contracts, 
the security classification of which is altered after the contract has been 
entered into. vJhen such a contract price is negotiated, the contractor is 
presumed to know the plant protection requirements under the contract and 
is expected therefore to meet such requirements within the contract price. 
However, if the security classification of the contract -were changed by the 
Government after entering into the contract, additional costs of plant pro- 
tection may be allowed the contractor by contract amendment* The additional 
costs may include not only current costs of an operating nature but also 
costs of a capital nature if the parties agree that the capital costs are 
incurred solely because of the changed security classification of the con- 
tract and would not have been necessary from the contractor's point of view. 
Also, if a classified contract is reclassified downward during its perform- 
ance thereby permitting a savings in plant protection costs, such savings 
should, if material, be the subject of a contract amendment passing the 
savings on to the Government. (See 7-IOI4.I2) 

(c) Civil defense costs ,must be allocated to all work of the contractor 
performed at the particular location where the costs are incurred. When the 
Government's portion of the output of the particular plant is not material, 
the reasonableness of the incurred costs need not be questioned. , However, 
since usually past experience will not provide a guide as to reasonableness, 
civil defense costs should be the subject of specif ic -agreement when the 
amount of such costs to be allocated to Government contracts is substantial. 
When this is the case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 
the Government 5 to determine the legality of such assessment or, as the 
case may be, to secxire a refund of such taxes and any interest or penalties 
thereon.. Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall 
be allowable as a cost** -Reasonable cxpfensels of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as costs. 

(c) Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in xvhich contract costs 
absorb the costs of taxes, interest or penalties. If at. the time the 
refund is received by the. contractor, no defense contracts are being 
performed, the amount, otherwise to be credited to contract costs shall 
be paid directly to the Government. 

(d) Where it becomes evident in negotiating a contract price that a 
contractor may be required to pay a tax, the legality of idiich is question- 
able or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract contains provisions substantially similar 
to those set out in subparagraph (b) (1) (2) and (3) above, ^ 

15-»313«17 Strikes and Lockouts . The situations and conditions sur- 
rounding strikes and lockouts are so varied that it is iiripossible to establish 
a general principle providing for allowance or disallowance of crsts in- 
curred during such occurrences.. Each case must be considered on its own 


to specific agreement or established policy v^iereby such payment may be 
properly considered as additional condensation (Paragraph 15-330* 2). 

(d) \^en a contractor self insures against insurable risks of any 
tjT^e (But see paragraph 7-203*22 for limitation on self -insurance in 
cost-reimbursement type contracts), a reasonable provision for losses 
estimated by the contractor is an allowable cost if such provision, is 

t based upon actual loss experience to the extent feasiblej or, in the 
absence of adequate loss experience data, it is not in excess of net costs 
which would be paid for such insurance if carried by private insurance com- 
panies, less agents • commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self- insurance 
or otherwise) against a contingent loss or damage, where a reasonably pru- 
dent busines,sman would have insured himself against such loss or damage, 
are not allowable. 

15.313.16 Taxes . 

(a) In general, taxes which the contractor is required to pay and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal income and excess profits 
taxes J taxes, in connection with .financing, refinancing or refunding opera- 
tions (see paragraph 15-330.5)} and special assessments on land which 
represent capital improvements. 

(b) Taxes which are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- . 
vided that the -contractorj (1) promptly requests instructions from the 
contracting officier concerning such taxes; (2) agrees to comply idth such 
instructions} and (3) if so directed by the contracting officer also agrees 
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abnormal in relation to sales effort 'that the use of historical costs 
would result in the inclusion of an \mreasonable amount of estimated 
selling expenses* In the " latter- esse, fith^ ^i^^d selling expenses should 
be charged to normal non-defense sales, leaving the defense sales charge- 
able only with a proper share of the variable costs. For an illustration 
of this principle see paragraph l5-320^5 entitled Advertising. 
15-320.2 Salesmen's or Agents^ Compensation . 

(a) Salesmen's or agents' compensation allocable to defense contracts 
should be reasonable in the light of the services rendered. If inequitable or 
exorbitant compensation is paid, it shall be subject to disallowance, to the 
degree deemed excessive, for the purpose of allocation of costs to defense 
contracts, F(r example, when defense business consists of standard commercial 
products which are sold normally on a commission basis, sudden e:q)ansion of 
defense bxisiness may necessitate the adjustment in the amount of compensation 
allocable to defense contracts, 

(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
a contract cost when contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or 
selling agencies maintained by the contractor for the purpose of securing 
business. This provision shall be qjplied in a manner consistent with repre- 
sentations or agreements of contractors or prospective contractors in the 
light of ASPR, Section I, Part 5. 

15,320,3 General Sales Expenses ,. These expenses, consisting of salaries 
and expenses in connection with direction and supervision of all sales 
efforts, clerical expenses in maintaining sales records and statistics in 
some cases, and similar over-all sales expenses, may be considered to be 
allocable indirectly to defense products or contracts in some cases based upon 


merits in the light of the philosophy expressed or ijnplied in the principles 
and standards ej^ressed in Part 2 this Section, . ; 

15-320 Selling and Distribution Expenses ; ■ • • 

15-320.1 Allocation of Selling and Distribution Exp6nses > Selling and . . 
distribution expenses identifiable iii whole or in part with defense wrk are 
subject to allocation to the cost of defense wfk to the extent appropriate, 
considering, the methods of selling and distribution to the Government or to 
prime contractors or subcontractors. Generally, selling and distribution. 
expenses should be allocated between product lines, pr to products sold to 
the respective customer types (where sales methods are different), based 
on analysis of the cost elements in relation to the sales efforts. In some 
cases, it may be appropriate to first allocate these expenses in whole or in 
part as between defense and non-defense business, and then to allocate the 
expenses applicable to defense business against the individual defense. con- 
tracts or products. The principle of direct costing ds very ijnportant in this 
area. For exan?)le, when special defense products are sold to the Government 
or to defense contractprs by separately identifiable en?)loyees of., the. icanu- , 
facturer, the compensation and expenses of such employees may be appropriately 
charge to costs of such products, When, In such cases, there is a separate 
sales organization or identifiable group of representatives engaged in selling 
to non-defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, ihen standard com- 
mercial products are sold at fixed prices direct to the Government or tn 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one established 
sales organization, the same selling . e^p ens e per unit of product maybe used 
in cost estimating, except vhen the quantities expected to be sold are so 


1551 
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tcchiiicrJ. p.-'jnphlcts any of which rdd users of the contractor's pro- 
chcts, including the Govwrnmont or defense contractors, excluding, 
of course, thu cost of sue publications prepared for the Govonim.nt 
under seprxatc contract consideration, 

(d) Advertising for coinmercial pro'lucts, other than as in (a) 
through (c) above., not in excess of the contractor's average annual 
costs incurred prior to the avjard pf defense contracts, ' may be allocated 
to defense prime contracts and subcontracts for such coimncrcial products 
on the basis th-t the costs will first be assigned to the contractor's 
nondcfense business in the same amount per unit sold '(or per dollars 

of sales) as was assigneablc to such units prior to* obtaining. defense 
business; -the amount remaining after such assignment may be allocated 
to defense prime and subcontracts Wt not in excess of the amount per. 
urdt on nondefense business; provided, ' however, that when defense sales 
are merely incidental, such' cost 'allocations may be made on an overall 
prorata basis, " " . ' ' " 

(e) Advertising costs, other thrji as in (a)*throu^ (c) above, 
may not be allocated to defense prime contracts and subcontracts for 
non-commercial products.* 

15-320.6 Product Transportation and Delivery Expense s # Ihesc expenses, 
when required by the tonus of a contract, are properly allowable, V/henever 
significant in amount and provided it is feasible, they should be determined 
and allocrted as a direct cost of the product or contract, 

15-320,7 VJarehousing Expenses , Whenever a manufacturer maintains ajid 
ships products from warehouses strategically located in order to. provide better 
service or reduce transportatioxj costs to customers (as is frequently found 
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the specific facts each case, provided the basis of allocation is 
equitable as betwoen defense and nondef onse business as a whole in the 
light of the relative services rendered^ 

15-320,1* Bidding. Expenses » Current bidding expenses of both successful 
and unsuccessful bids ..normally will be treated as indirect e:3^ensos and appor- 
tioned currently to all business of the contractor in which event no bidding 
expenses of past accounting periods will be chargeable to defense contracts. 
However, where it is the contractor's established practice to treat bidding 
expenses by some other method^, such method may bo acceptable if the results 
are considered to be equitable. 

15-320.5 Advertising , Advertising expenses include the costs of 
materials, space, time, layout, .and expenses of the department which super- 
vises such activities. Advertising expenses are generally incurred to 
promote the sale of the contractor's regular c'ommercial products and should 
be assigned thereto. Advertising may be appropriately considered for allo- 
cation to the cost of defense contracts in the following cases: 

(a) Advertising directed solely towards the recruitment of new 
employees. . ' 

(b) Advertising in trade and technical journals, provided such 
adverti*sing does not offer specific products for sale but is placed for 
the purpose of offering financial -support to journals which are valuable 
for the dissemination of technical information within the contractor's 
industry. In addition in the case of subcontractors^ reasonable ex- 
penditures for advertising in such journals for the pm^pose of estab- 
lishing necessary business contacts in -connection with the sale .of 
defense products to Government contractors. 

(c) Publication of maintenance catalogs, parts price lists, and 
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time considerably beyond delivery^ In such cases, it is necessary to esti- 
mate the cost of services and warranties, usually as a percentage of product 
cost, for purposes of price negotiation* Estimating warranty costs must 
usually be based upon past experience in similar circmnstances with due re- 
gard to reasonable standards of quality performance* When allowances are 
made for costs of performance imder warranties as product costs, there 
should be no duplication of the allowance for the risks in figuring allowable 
•profits* 

» ■ • • . •• •■ 

15-320*9 Entertainment Expenses * Entertainment expenses, as such, shall 
hot be considered either directly or indirectly: as a cost of performing Gov- 
ernment contracts* However, when expenses classified as entertainment repre- 
sent the purchase of meals, local transportation, rental of facilities for 
meetings, and other incidental costs, and the primary purpose of incurring 
such costs is the dissemination of technical information or the stimulation^ 
of production,' such costs are allowable, in determining the cost of Govern- 
ment contracts* 

15^330 General and Adiidjiistrative Expenses * 

15-330.1 Allocation of General; and Adniinistrative Expenses * Among the 
acceptable bases, depending upon the cir^cumstances, of allocating general and 
administrative expenses are processing costs -.(direct labor, factory overhead, 
and other factory production costs exclusive of direct material), factory in- 
put costs (processing costs plus direct material), cost of goods completed, 
cost of sales, and sales, (where no more satisfactory basis is available), 
provided that equitable results are therel^y obtained* In the selection of 
the particular method or methods of apportionment, special consideration 
should be given to any such unusual factors as major fixed asset improvement 
programs and significant changes in proportions of subcontracting* f i? 
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with standard commercial.. products or spfre.p.-.?ts), the expenses of.jjare- 
housing such .stocks,, including transportation .^ror.i factory to warc|iousc, 
arc. allowable vdicn fairly alloc-.tcfi to defense sales in relation to total 
sales of products delivered from such warchoascs. On the other hand, where 
products sold .under a def on. c contract arc not delivered or serviced from such 
wrjehouses none of the cost of operation thereof is allocable to the contract, 

15-320.8 Service and Warranty Expenses . In cases where the. contract 
terms include an obligation on the prrt of the contractors, without adcJitional 
separate compensation, to provide "service in installation, training operators, 
correcting defects in the proAxct, replacing defective parts, making refunds 
in case of inadequate perfommce, etc., the price or cost of the product 
. mry include an allowance for the cost of .such undertakings. Generrlly, any 
warranty, .of . the. prpdfict.. as to perf ormance,.. mc^^^ ^orkraanship will 

be for a definite, .period of time.. .In the case of cosUreimbursement. type 
contracts, actual costs of perfomance to be reimbursed to the contractor 
will include such of the foregoing^ .cos ts^as rai^st bp bo^^^ ^y the Government 
under the clause of the contract entitled .''Inspection of SuppiU-cs and Cor- 
rection of Defects". (See para.srs'ph 7-203.5).. . However, in some fixed-price 
contracts, a warranty may extend for a period of 


(2) Ownership of the contractor is limited to a small cohesive group; 
or . - 

(3) The volme of Government contracts when related to the contractor's 
total business is such, as ,to influence "Uie contractor in his determination of 
executive coLipensationj or 
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AH. pertinent factors should be reviewed from tiine to tiriie, especially if and 
when there is a change in the nature or volume of production, to determine 
whether the indirect expenses continue to be apportioned equitably#. Where 
the nature of a contractor's business has '^not changed basically by a shift ' 
to defense production, the presumption is that his former methods, if tested 
by operation over a considerable period/ are' satisfacto However, this is 
only a presumption and should be reexamined in light of probable increased 
production* SJhen the business has changed substantially because of such a 
shift, the contractor's former methods of allocating indirect expenses may 
be entirely inappropriate and so should be thoroughly reviewed* 
15^330#2 Executive Compensation * 

(a) Executive compensation consists of all emoluments (including sala- 
ries, bonuses, stock options, etc.) paid or accrued for services actually 
rendered to the contractor by executives, officers, partners, sole proprietors, 
and others of similar rank and abilities* Such costs are allowable when rea- 
sonable in amount in the light of the services rendered* ^-Jhere the contrac- 
tor's organization was a going concern for a significant period prior to the 
award of defense contracts, the amount of compensation iestablished by the 
contractor will normally be considered reasonable* In other cases and in 
any case where the amount thereof appears not to have been determined through 
arm's length bargaining betvreen the employer and the executive, epeoial 
consideration may be required* . Arm' s length bargaining may be lacking in ar^ 
one of the following situations among others: 

(1) The executive or a member of his immediate family owns or is com- 
mitted to acquire a substantial financial interest in the contractor's 
organization} or 


The mode of travel, accoFjnodation or subsistence shall bo in keeping 
xd.th the contractor's established practice. Should there be no established 
practice, the cost shall not exceed an amount commensurate v/ith the duties 
and responsibilities of the traveler. Costs of entertainment shall not be 
included. 

Special circumstances create situations for vjhich there may be no 
precedent*. For example, costs of transporting employees and their dependents 
from one geographic location to another, . and reasonable allovj-ance to establish 
them in the new location, may have to be incurred if a competent skilled 
labor force is to be recruited and maintained. Generally such costs are 
allowable, but there mr.y be specific instances in which a part or., all will 
be excluded if considered excessive or unnecessary, lilhere such circumstances 
are anticipated, advance understandings should be reached limiting the "types 
..and vamounts 9^ su:Ch costs # , . 

15-330 # h Legal, Accounting^ Engineering and Other Professional Expenses . 
Costs of professional services rendered, whether performed by the contractor's 
employees or by other members of the particular profession or craft retained 
b:y the contractor, are generally allowable* Such costs must.be reasonable 
in light of services rendered, and pajTnont must not be contingent upon recovery 
of. the cost from the Government. 

Such services must have boon reasonably required by the business, although 
not necessarily required solely for the performance of Government contracts* 
Factors to be considered (among others) when determining the reasonableness 
or necessity of incurring the cost in a particular case are: (i) past pattern 
of such costs, particularly in the years prior to the award of Government 
contracts;: (ii) the impact of Government contracts on the size of the 
contractor's business (i#e#, what new problems arise )j (iii) the nature 
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(U) Ihe services rendered by any individual are clparly. dispro- 
portionate in a major degree to the compensation paid« t 
Alloxvances for compensation of partners or sole proprietors may properly 
be included in executive compensation even though not actually paid .or 
accrued in the accounts. In the case of cost-reimbursement type contract, 
any allowances for compensation for partners or sole" proprietors should be * 
incorporated in" the contract, ' . 

Where executive compensation is considered to be unreasonable in amount, 
the excess over the amount considered reasonable will not be included in 
determining the amount allocable to Government contracts • 

(b) Ihe cost of options to purchase stock of the contractor corporation 
granted to executives thereof is a part of oxecutivie compensation and, as 
such, may be allocated to Government contracts, as' follov/s: 

■ ' ■ • • (1) . ..Ihe cost -of 3tock options to the grantor, corporation is the 

excess, if any, of the, fair market value '6f '' tee sfock^^ the pption price 
on the date the option is . granted to a spccifid individuals 

(2) Since benefits to the corporation are intended to extent 
over a period of ye ^xrs and are not limited to the year in which the option 
was granted or exercised, the cost to the grantor corporation. must be amortized 
at an annual rate, not be exceed three percent of the fair market value of the 
stock on the date the option is granted* The period of amortization is to 
begin with the date .that the option is granted. 

15-330,^ ^Travel Expense , Travel expense, when incurred for business 
purposes, is an allowable cost. The cost may represent payment for actual 
costs incurred, or payment may be on a per diem or mileage basis in lieu of 
actual cost, or a combination of the two methods may be use d,^ provided the 
method used does not result in an unreasonable* charge. 
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Bad Debts # Bad debt losses, whether actual or estimated, arise 
from tile contractor's non-Government business. No alloxvance for such losses 
shall bo made in costs or prices under Government /primc7 contracts^ /However, 
in the case of subcontracts, p'trticulerly lower-tier subcontracts several con- 
tracts removed from the prime contractor, consideration may be given to a 
reasonable allowance for bad debt losses not to exceed the rate experienced 
by the subcontractor in doing business with the same class of customer 

15-330.7 Contributions and Donations » Contribitions and donations to 
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and scope of managerial services expected of the contracted 's own .organization} 
(iv) the nature of conflict of interests which may exist "between the con- 
tractor and the U, S. Governmentj and (v) whether or not the proportion of 
Government production of the contractor's total production is such as to 
influence the contractor in favor of incurring the cost, particularly where 
the ser\dces rendered c^xe not of a continuing nature and have little relrction- 
ship to production \inder Government contracts* 

If, in light of the. foregoing, . it ap pears th??.t any othorwD-se- allowable 
costs are riot reasonably required by the business or are excessive, the allcw- 
able portion will be reduced to an appropriate ajnount, if any, for purposes 
of allocation. 

15-330*5 Business Organization Expenses ^ Business organization expenses 
consist of those ordinarj'- and reasonably necessary expenses which are incurred 
becuase of tlie use of the corporate, partnership, or other form of organia^^.tion* 
Recurring business organisation eyqpenses are allowable. Exainples of such recur- 
ring expenses, with respect to a corporate form of orgamzation, arc fees paid 
to members of the board of directors, cost of shareholders meetings, proxy 
solicitations, preparation and publication of -annual reports to shareholders 
and preparation and submission of required reports to regulatory bodies having 
jurisdiction* Such costs shall normally be considered to be reasonable in 
amount when incurred in accordance with the contractor's established practices, 
particularly those in effect prior to the award of Government contracts* Non- 
recurring expenses, particularly those directly i^elated to the acquisition of 
additional capital, arc not pllowable* Other examples of unallox'jable costs 
would include legal and professional fees paid in connection with the pre- 
paration of a prospectus, costs of preparation and issuance of stock rights, 
and am.ortization of costs of organizing or reorganizing the business^ 
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production has been altered significantly by Government contracts, 
departure from the prior program may be justified* 

(ii) When the organization is a local one and membership would 
be expected of all similar busiiless firms in the business community^ 
Local organizations must be primarily for trade, business, or pro- 
fessional purposes^ Social, cultural, or recreational activities, 
if any, of such organizations must be inciderital# 

(iii) If the organization is regional, national, or international 
in scope, membership therein should be held by a majority of like firms 
in the same industry^ 

In determining reasonableness of particular membership costs which appear 
to be excessive, a review of the nature of the activities of the organization 
might be necessary in order to reduce the allov/able portion of the contractor's 
membership costs to an amount which would, in effect, exclude a contribution 
to lobbying or public relations activities^ 

(b) Subscriptions » The cost of subscriptions to trade, business, pro- 
fessional, or technical periodicals or services is ailibwable when incurred 
in accordance with the contractor's established practice and the costs are 
reasonable in amount. 

l5-330«9 Employee Morale, Health, and Welfare. * .Expenses for employee 
morale, health, and welfare activities, such as employee publications, ill.* 
ness or first aid cUnics, iii5)rovemeht of working conditions,, and others 
aimed to improve eraplcyer-emplcjyee relations or emplqyee perf orinance, are 
allowable if incurred in accordance with the contractor's established 
practice or custom in the industry or area. • 

15-330.10 Cafeterias, Commissaries, Dormitbrieis, and gan teens . Ihis 
class of expense consists of the cost, less revenue, of food, beverages, or 
livirig accommodations provided for members of the contractor's organization 
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established nonprofit charitiabl^, scientific, and educational organizations 
are properly allocable to Government, contracts; provided that such costs (i) 
msy reasonably be ejected to result in future benefits to the contractor 
through advancing,' directly or indirectly, the technology of his industry 
or indreasing th6 supply of trained manpower available to it; (ii) are in 
lieu of the' cost of similar f.acilities, which facilities the contractor 
would otherwise have to provide, as for example, emplqyee medical or re- 
creational facilities'} dr. (iii) are expected of the contractor by the com. 
munity and it can reasonably be. expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions. In 
general, contributions and .donations under item (iii) will not be allowable 
unless it is the practice of most; business firms in the same community to 
make contributions to such organizations* 

The propriety of the amount of particular contributions and donations 
and the aggregate tliereof for. each fiscal period must be judged ordinarily 
in light of the pattern of past pontributions, particularly those made 
prior to the placing of Government contracts. The amount of each allowable 
contribution must be deductible .for puirposes of Federal income tax, but the 
deductibility of the contribution for income tax purposes does not in itself 
justify its allowability as a contract cost* 

15-330.8 Trade, Business, and Professional Activities . 

(a) Memberships . Costs of membership in trade, business, and profes- 
sional organisations are allowable when incurred in accordance with the 
following standards: 

(i) Memberships are consistent with the established practice of 

the i5.oQtractorj, particularly his practice prior to the award of Govern- 

ment contracts. However, if the nature or volume of the contractor's 
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the period of contract performance, but the amount of v^Mch is currently* 
indeterminable,, may. be recognized as follows: 

1, A iirutually agreed upon settlement may be negotiated in 

lieu of waiting for the exact future dsteriiDnation, • . . 

2, Bie contract mcy be held open (by an exception in the 
final release or by a provision in -the pricing amend- 
ment) as to the particulsr item pending the exact 
determination of the amount of the cost on an actual 
basis. 

Individual paragraphs of this Part. contain moVe" specific treatment of contin- 
gencies related to the subject matter of •Such" paragraphs', and shall be con- 
trolling with respect thereto; ' 

(b) Allowances for specific contingencies which ar^ reasonable certain 
and determinable may be .made in cost estimates for use in negotiating forward 
prices of fixed. price contracts. Other contingencies are not allowable as 
costs in for-rfard pricing actions, bdt their possible impact may be considered 
in establishing contract prices and ceilings in accordance with Part hj 
Section III, ASPR. 

15-3U0.3 Losses on Other^ Contracts . A. loss sustained by a contractor 
on any contract is not allowable as a cost of performance of ary other 
contract.. Such losses shall include ai^ excess of cost over income under 
arry and all other, contracts whether such other contracts are of a supply, 
research and development, or other nature. 

15-350 .Termination Costs. . In the event of termination of. the contract 
for the convenience of the Government, the allowability of particular items 
of cost will be determined in accordance with the cost principles and 
standards contained in this Section and will, in addition, be subject to the 
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at their regular datjr stations^ When reasonably required by the nature of 
the contractor's operations, plant location, established policies, or em- 
ployer-employee agreement, such costs shall: be allowable* On the other 
hand, any profit on such activities shall be considered as a credit to the 
contractor's overall expenses before allocation tq defense contracts, unless 
such expenses are reduced for all the costs of such activities, including 
use of facilities, space, and utilities Trf.th elimination of such credits from 
the contractor's general expenses subject to cost allocations to defense 
business* ' : 

15-3I4O Financial and Other Expenses : 

l5-3l|0,l Interest on Borrowed Capital s Profit margins allowable, in 
contract pricing are based, among various factors, upon consideration of 
normal interest return on total capital employed .(including borrowed capital) 
and compensation for risks (including loss of any capital.) except to the 
extent that risks are the subject of compensation through coot allowances 
or are assumed by the Government under special forms of contract pricing, 
when no pricing allowance for such -risks should be made. In this way, 
ever;' contractor should receive nondiscriminatory treatment, whether he 
furnished his entire capital or borrows a large portion thereof , or whether 
he' is organized in the form of a corporation, a partnership, or a sole pro- 
prietorship* Accordingly, interest paid or accrued, regardless of the 
nature of the obligation which gLves rise to. the interest cost, is not an 
allowable item of cost to be charged directly or indirectly to Government 
contracts. 

l5-3liO#2 Contingencies ^^ 

(a) No allowance for future contingencies shall be included in making 
determinations of historical costs* Costs of events which occurred during 
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The w'ost of items of material reasonaoly usable on 
other work of the Contractor, without loss to it, should not be 
considered. In deciding whether such items are reasonably usable 
on other work of the Contractor, thQ Contracting Ofxlcer should 
consider the Contractor's plans and orders, for current and- scheduled 
production. ContemporanooUB purchases of similar items by the 
Contractor from other sources will .be; regarded as evidence that 
such items are reasonably usable on the Contractor's other work, but 
in any such case the Contr^kcting: Officer wili,consider . any evidence 
subnitted by the Contractor showing that it coujid not retain such 
items at cost without sustaining a loss. Any allocation pf such 
costs to the terminated portion, of the contract should be made only 
to the extent that the quantities of the comrnpn items on hand, in 
transit and on order, are in excess of the reasonable quantitative 
requirements of other work,. ' . 

15-350.3 Limitations of eortg.in Cost g^t In no event, shall .the aggregate 
of the amounts allowed in respect of initial costs and preparatory e^ensesj 
loss of useful value on special macliinery. and equipment; experimental, re- 
search and development expense; special leases; engineering and development 
and special tooling, exceed the amovint whicTi wotild'have been * available from 
the contract price to cover these items if the contract had been completed, 
after considering all other costs which would have'tieen required to complete 
it. ■ • • • " •■ • • • 
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provisions of this paragraph, 

15-350 •! Settlement Expenses t The additional costs that arise as the 
result of termination or cancellation of Government contracts (or subcontracts, 
including purchase orders), for the Convenience of the Government, are alloww 
able. These costs include reasonable costs . of settlement, including account- 
ing, legal, clerical, and other expenses: -reasonably necessary for the pre- 
paration of settlement claims arid isuppor ting data, with respect to the ter- 
minated portion of the contract and for .tha termination and settlement of 
subcontracts ^thereiinder, including expenses incurred for the purpose of 
obtaining payment from the Government but only to the extent reasonably 
necessary for the preparation and presentation of settlement proposals and 
cost evidence in connection therewith. Settlement e^qpenses include reason- 
able; storage, transportation, and other costs incurred for the protection of 
property acquired or produced for the contract or in connection with the dis- 
position of such property. 

15-35P.2 Exclusions . To be excluded from allov/able costs in the event 
of termination are the lollpidng; • 

1» Costs not allocable to the terminated portion of the 
contract (inventory basis) or to the completed and terminated portions 
(total cost basis). 

2# Costs due to unreasonable delay on the part of the 
contractor in con^^lying with the clause of the contract entitled 
"Termination for the Convenience of the Government*" 

3» Costs incurred as the result of purchasing or produc- 
ing facilities, materials, or services in excess of the reasonable 
quantitative requirements ou: the entire contract^ 
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not result in a reasonably accurate assignment of indirect costs to facilities 
contracts* Since indirect costs are those which are incurred for oqmoon 
objectives^ a grouping of objectives and identification of indirect costs 
therewith will furnish guidance as to the assignment of indirect costs to 
the various benefited activities • For example factory accounting and admin- 
istrative costs may properly be allocated to facilities contractsj while, 
generally, depreciation on factors'- production equipment should be excluded. 
Similarly, any indirect cost incurred solely for the benefit or production 
should be excluded where the facilities are constructed or installed by a 
separate service or maintenance department. No selling or d stribution 
expenses (other than engineering expenses incurred in the desigi:i, construction, 
or installation of the facility) will be allocated to the cost of facilities 
involved. General and administrative costs may be allocated only where the 
facilities program represents a significant porition of the contractor's . 
work daring the period. 

required 

(c) The required degree of preciseness/in allocating Indiroct 

costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

a meticulous identification of such costs. However, it is intended to 

furnish some criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable portion of 

indirect costs incurred for the benefit of the contract . Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he also / for sale, indirect costs may be allocated in accordance 
vdth his established practice. In most other cases in which the contractor 
performs the facilities construction himself, the decision to do so will 
have been based upon the fact that he has an already established department . 
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PART h 

Application of Cost Principles 
In Facilities Contracts 

15-Ii00 Scope of Par ti l This part sets forth applications of cost 
principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contracts and under the facilities 

contracts i 
portion of supply /and research contracts • Generally this Part covers only 

contracts 

the allocation of costs to such contracts or facilities portions' of supply/ 
or research contracts. Other Parts of this Ssction provide guidance as to 
allowability of particular items of cost and determinations made under this 
Part should be made in light thereof* 

l^-UlO j}irect Cost * • The cost of purchased facilities, including costs 
of acquisition, delivery and placing into condition for use, is allowable 
at the net purchase or subcontract price* If architect-oral, engineering, 
installation, or other collateral services are performed by the contractor's 
own employees, the direct costs of supplies consumed and labor utilized are 
allowable. Similarly, if buildings or eq\iipment are constructed, manufactured 
or rehabilitated by the contractor, the direct costs thereof are allowable. 

15-It20 Indirect Costs *. 

(a) Wo indirect costs will be allocated to the cost of facilities 
purchased by the contractor on an installed (ready to use) basis* 

(b) Where the contractor constructs the facilities or incurs addi- 
tional costs other than the purchase price of purchased facilities, every 
reasonable effort should be made to direct-cost the items of cost directly 
assignable to the facilities. Special problems of allocation iarise because 
such work done by the contractor is usually different from that done in 
connection with its regular production of goods for sale* Hence the con- 
tractor's usual method of overhead distribution to products for sale may 
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consistent pattern of costing if the results are to be equitable. In sone 
instances, this principle may be applied by direct costing only the major 
items of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

l5-206 Indirect Costs^ Indirect costs, which have the character of 
coaaon or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often teraed "manu- 
f: factoring overhead" or "burden"), which are incurred in fabricating the 

article or performing the servtcej 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling a:xl distribution expenses incurred in marketing the 
products manufactured; 

(d) General and adininistrative expenses incurred in the over-all man- 
agement, supervision, and conduct of the business} 

(e) Financial and other expenses. 

1^-207 ilethods of Allocation of Indirect Costs. Ho general rules re- 
v;-^ garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, because the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed. The metliod of allocation 
# of indirect costs will be acceptable if it is in accord with generalise 
V accepted accounting principles and practices and if it produces equitable 
results under the particular circumstances. (See also paragraphs l5-313*l, 
l5-313t2, 15-320.1 and 15-330.1.) 
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(a) Cash discounts taken. However, if the contractor does not exer- 
cise reasonable precautions in taking advantage^ of . cash discounts available, 
all cash discounts lost may be deducted in: determining allowable costs; 

(b) Trade discounts, rebates, refunds, and allowances on material 
purchased} 

: (c) Credits for scrap and salvage and materials returned to vendors j 
. (d) Credits arising. from differences between book and physical inven- 
tories. . ' 
•15->311#2 ■ Pricing t . 

(a) In determining, historical costs, anj'- . generally recognized method 
of pricing materials issued from stock may be eirroloyed for determixiing actual 
.cost, provided it has been: consistently, used by the^conti^actor, is.. acceptable 

for internal revenue purppsQS, and does not discriminate against the. 
Government. • When materials.; in inventory at the coramencfinent date of a ■ 
Government contract .have ;;a provable ri^placement .cost significantly different 
from book , cost, either l^-he contractor or the Government may elect to use 
such replacement cost in lieu, of .^b^ in pricing .materials issued .from 

sucfe .inYentary#. However, such election including identification of the types 
or- kinds of materials involved should be: made at the time i the contract is 
entered into .and provided for in the-.contract* When materials iare purchased 
apecificaljy for and identifiable solely with ^performance under acontractf 
the actual pTirchase cost thereof should be changed to the contract. Costs 
of subcontracts for components should be deterndned ; s mildly; ^prpyided that, 
when, subcontracts are performed .under qont^^ pricing arrangements .other., 
than firm fixed prices, the negptiation of prices .or determination of : costs 
shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS * 
AND RESEARCH AM) DEVELOPMET-tT CONTRACTS WITK COI£ffiRCI/iL 

ORGAIvTIZATIONS 

15-300 Scope of Part ^ This part states, in some detail, applica- 
tions of the general cost principles and standards set forth in Part 2 of 
this Section to supply contracts and research and development contracts 
with comiuercial organizations* It is ^practicable and Unnecessary to 
cover every element of cost or possible situation that might arise in a 
particular case. However, when tiiis part does not fxJrnish specific guidance, 
the philosophy expressed or mplied in. the:. principles and standards com-, 
prising Part 2 of this Section and the more detailed discussions of similar 
or related items in this Part 3 should be followed. 

15-310 Manufacturing Costs ; 

15-311 Materials . The net costs of materials (including components), 
both direct >%nd indirect., used or consumfed in performance of Government con- 
tracts are allowable on the basis, hereinafter outlined. Cost may include 
such collateral items as transportation, insurance, purchasing, receiving, 
storage, warehousing and adjustments of inventory accounts 'reasonably re- 
lated to the period of contract perfoxiTiahce resulting from variations at 
cost between book and physical inventories. (See paragraph 15-311.2 for 
basis of materials pricing.) If the cost of collateral items is included in 
material costs, no additional allowance thbref or may be made in the determina- 
tion of manufacturing burden. If such items are not included in material 
costs, they are properly included in overhead. 

15-311.1 Material Credits . In establishing naterial cost, effect 
shall be given, as appropriate, directly^ or indirectly as a reduction of 
total manufacturing costs, to such items as: 
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^(iii) The prices of other .suppliers for the same or sub- 
stantially similar items can be established through quotations, 
correspondence, or by other meians* 

/*(2) In case the transferor is a separate corporation or 
partnership in which nonaffiliated parties hold a minority. interest of 
10 percent or more, a reasonable margin of profit on such saleS in 
recognition of the minority interest may be pemitted by agreement riot-i- 
withstandJ-ng inability to determine market prices In accordance with 
paragraph (1) above* 

/*(3) Under special circumstances, inter-company or inter- 
divisional sales or transfers may be priced tp include a prof it to the 
transferor ^en no evidence exists as to market prices, provided, in 
the opinion of the contracting officer., the, total, price paid by the 
" Government for work performed under the. contract .of . the transferee 
is not increased by such pricing procedures^ ; This departure from the 
basis of pricing such sales or transfers at market prices detemined 
in accordance with paragraph (1) above :Or cost to the transferor 
should be authorized only where all of the: .fpllpwing' circumstances 
exists ■ ^ - • v • 

/"(i) The management of the, transferring unit is- signifi- 
cantly independent (though not necessarily autonomous) of the 
acqu3-ring unitj . . 

/"(ii) It is the contractor's long established practice to 
price inter-company transfers at other than cost and to apply 
such practice to transfers of commercial work as wellj 

^(iii) Routing of work through the integrated unit is not 
affected by departure from tiie cost basis with consequent in- 
crease in total actual production costs of the work* 


prices or anticipated acquisition cost may be used, but the basis of pricing 
must be disclosed. In order to avoid the allowance of contingencies in 
firm f^n^ard pricing actions in ^ich the- anticipated replacement cost may be 
expected to be substantially greater than current market, materials escalation 
provisions may be made a part of the contract ♦ However, situations involving 
changes in material costs which are reasonably certain and determinable, or 
relatively minor in amount, may warrant recognition being given thereto in 
making estimates, 

^c) In cases in which a contractor has integrated operations invol^/ing 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor company or divi- 
sion under appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts' in determining the profit 
or fee for work performed under the contract of the transferee. In other 
cases, where the conditions outlined below do. not exist, inter-pcompany or 
inter-divisional Sales or transfers of materials shall be stated at cost 
to the transferor for purposes of contract pricing of the transferee* 

/"(I) When inter-company or inter-divisional sales or transfers 
of materials are priced in excess of cost, tliey shall be priced^ inso- 
far as possible, upon the basis of the lowest market price detefmined 
in consideration of the following: 

/"(i) The price is the transferor's lowest sa^es price to 
nonaffiliated customers for the same or a similar item, quantity 
and quality considered; 

/"(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or trade publica- 
tions; 
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the basic salary or wage and all fringe benefits vjill be considered in 
determining the reasonableness of the earnings of an individual in rela* 
tion to services rendered. Direct labor cost consists of salaries and 
wages identified specifically with the performance of a contract, job, or 
product. Labor services utilized for joint objectives may be treated as 
indirect costs if specific identification is impractical or uneconomical 
and the results of allocation are equitable^ 

(b) In determining historical costs, labor will generally be charged 
at actual rates paid by the contractor* However, if it is the contractor's 
consistent practice to charge for performance of groups of 


/ 



/ 
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Determination of the foregoing facts in any case may require sub- 
mission of cost data of the transferor ^7 

(c) Inter-comparigr or inter-divisional sales or transfers of ma- 
terials shall ordinarily be stated on the basis of cost to the trans- 
feror. However, \inder some circumstances, departure from the cost basis 
may be appropriate but such departure is permissible only if specifically 
authorized hy the contracting officer^ Exaroples of circumstances which 
may justify departure from the cost basis are as follows: 
' (1) Cases where the transferor is an affiliated or subsidiary 

corporation in which non-affiliated "parties hold a minority interest 
of 10 percent or more, 

(2) Transactions involving items regularly manufactured and 
^ •* sold by the contractor through commercial channels. In these cases, 
however, the price must not exceed the lower of (i) the ti^ansferor's 
sales price to its most favored customer for the same or a similar 
item, quantity and quality considered, or (ii) the prices of other 
suppliers for the sarfie. or substantially similar items. 
Departures pursuant to the foregoing, should be authorized at the time 
contract is entered into, should include identification of the types or 
kinds of materials involved and the names of the suppliers, and should 
be provided for in the contractt Also in such event where such sales or 
transfers are authorized they shall be treated as subcontracts in 
negotiating the profit or fee for work performed vinder the contract of 
the transferee, 
15-312 Labor ; 

(a) The cost of obtaining the services of ary individual includes the 
base salary or wage, plus the cost of all fringe benefits. Therefore, both 
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(a) Each class of. condensation is preferably to be accrued as a 
cost over tiie period in which it is earned; 

(b) Tilhere it is the contractor's established practice to record the 
costs at tiie time of pajTient, such practice may be acceptable. This is 
the most commonly used method of accounting for "fringe benefits/' but 
its use mi-ht result in inequities in some cases. For example, if a 
Government contract was performed over the summer months during which 
most of the contractor's employees took . vacations or military leaves 
recbjjnition of the cost r.t time of payment: would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to the 
contractor's commercial woric rems'.ined stable, this method might be equitable. 

(c) -Jhen the costs of an;>: of the elements of fringe benefits are 
greater or lesser m.th respect to defense business as conpared m.th non- 
defense business, such costs should be allocated; so -far as feasible and 
appropriate, between the two classes- of business ^bef. ore f^^ alloca- 
tion of such costs to individual contracts or products. If this method 

of cost allocation is used, it shoiid b-e iised consistently for all elements 
of fringe benefits having a different: cost relationship of defense business 
as compared ^'dth nondefense business. .. 

(d) It may be practicable' to negotiate an- equitable rate for fringe 
benefits based upon experience for a representative period in lieu of 
individual consideration for each item.- Changed conditiohs and circum- 
stances would have to be considered in. maldng such - a determination. The 
experience rate would then be applied to the. more direct labor dosts to 
determine the allowable costs. The use of such rate should be' subject 
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labor at an average rate, or to use standard labor rates, with consequent 
savings in clerical expense or in?)rovenent in labor control, such methods 
may be used, provided labor groupings, and the adjustment for cost vari- 
ances result in a reasonably accurate assessment of total charges. 

(c) Wien labor costs are required f or malcing cost estimates, the 
use of standard labor rates and standard time allowances (appropriately . 
adjusted for experience variances) or reliable engineering estimates is 
acceptable,- Ordinarily the use of wage rates higher than current going- 
rates TrvTill not be permitted for .estimating purposes • In order to avoid 
substantial allov7ances for labor rate contingencies, labor escalation clauses 
may be utilized in fixed-price type contracts. " However, situations involv- 
in;; increases in wage rates x^iich are. reasonably certain and determinable 
or relatively ininpr in amount riiaj'" warrant recognition being given thereto 
in making estimates. 

15 -312 . 1 Fringe Benef its --p- Vacations 3 Holidays, Sick Leave, I^iil i tary 
Leave, and Employee Ins ^.i rance . .Compensation of these types is allowable 
to the extent that, in each individual case., it is required by (i) law, 
(ii) employer-enployee agreeii^nt, (iiij .established policy that consti- 
tutes, in effect, an implicit agreement on the contractor's part, or (iv) 
circumstances of the. particular employment . 

Tlie cost of "fringe benefits" is part of the cost of the work per- 
formed by the employee vhlle on the job^ and . must be considei^ed as having 
a direct relationship to such work*: However, in recognition of the dif- 
ferent accounting treatments accorded, fringe benefits by different con- 
tractors, the cost thereof may be allocated to Government contracts on 
any of the following bases, provided equitable results are achieved: 


unreasonable or othenirise unalloT^aTjle irnder this paragraph^ and are 
allocable to all classes of \>rorlc. Costs of such plans established by 
nonprofit or other organizations not subject to pajniient of Federal income 
taxes arc also allowable epccept to the extent determined to be unreasonable 
or othenfise unallowable under this paragraph, and are allocable to all 
classes of i*7ork, - • 

(b) Pension or retirement plans of a contractor vrhich are subject 
to approval of the . Bureau of Internal iievenue must have been so approved 
before costs under the plans may be allovred as charges under defense, con- 
tracts, feny plans of nonprofit or other tax exenpt organizations are 
also reviewed and approved by the Bureau of Internal iievenue - when not so 
reviewed and approved, each such plan '.d.11 be reviewed, and approved or 
disapproved, by the Department to which audit cognizance is assigned, 
using, insofar as applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, In 
any case where the Bureau of Internal Revenue withdraws approval of a 
plan, approval of amoimts allocated to contract costs or estimates Td.ll 

be withdrawn accordingly • 

(c) The approval of a pension or retirement plan by the Bureau of 
Internal Revenue viill generally be the only approval required by the 
Departments J however, the ri^ht is reserved to require submission of 
any such plan for consideration by a Department and to disapprove such 
plan in its entirety or any feature thereof vjhenever the circumstances 
in a particular case are deemed to warrant such action. Such considera- 
tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions ♦ 

l5-312*2 Fringe Benefits - Bonuse s, Bonuses to employees, such as 
production incentives and suggestion or safety awards > represent a part 
of their total compensation and are an allowable cost under Government 
contracts when appropriately allocated to all classes of work, if they 
are: (l) reasonable in amount^ (2) paid in connection with an estab- 
lished plan which was in effect before the avrard of the Government con- 
tract under consideration, and the plan is consistently followed by the. 
contractor, (3) paid for current services rendered by the employee, 
(h) available to all employees of the contractor, or to all employees 
within a group or salar^r classification, provided such group or salary 
classification is not unreasonably restricted, and (5) represented by 
current expenditm-es of funds rather than by accrual of expenses or 
issuance of stock. 

Bonuses will. not be allowed as a cost on Government contracts uhen 
they arc contingent upon profits and constitute a distribution of profit 
rather than reasonable coit^jensation for services. Bonuses will not be 
allowed when they are restricted to officer or other employee stock- 
holders or are distributed in relation to stockholdings, 

15-312.3 Fringe Benefits - Pension and Retircanent Pla ns > 

(a) The costs of pension and retirement plans, including reasonable 
incidental benefits, such as disability, withdrawal, insurance or sur- 
vivorship allowances which are dediictible from taxable income in accord- 
aixe with the Internal Revenue Code and the regulations of the Bureau of 

Intemal Revenue, are allowable except to the extent determined to be 
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(h) Credits which arise from various sources, such as dividends 
and cancellation of employee benefits, which have not vested at the time 
of terriiination of their eiiroloyr.;ent, must be taken into account in an 
equitable manner in arriving at pension and retirement costs. Special 
provision for these credits is usually necessary vhon the contractor's 
organisation has substantiallj'- expanded for the performancb of 'defense 
contracts and there is reasonable, e^cctation that the" employment of a 
large number of the additional ei.iployees will be tennina ted upon curtail- 
ment of defense work. Under these circumstances, it will be expected that 
an arrangement will be made T-jiiich iri.ll result, as nearly as may be prac- 
ticable, in the Government's receiving the benefit of these cr^edits to 
the same extent as it originally participated in the related costs. There 
arc two general methods which may be used, individually or in combimtion, 
in malcing such •arrangements : 

(i) A lump sum or percentage discount (of current pension cost) 
allowance negotiated and agreed upon in advance. Determination of 

= such allowance is not often an actuarial problem involving a calcula- 
tion basbd upon kno\m factors, but rather is an attempt to reach a 
negotiated agreement as to various uncertain or variable factors in 
a con^^lex situation. Mass lay-off of employees Tiiich may result in 
the incurrence of severance payments costs should generally lead to 
a reduction in pension costs through an increase in pension credits. 

(ii) A retrospective deteri.iination at some time in the future when 
• a more accurate estimate can be made by virtue of esqjerience which 

may have developed. Until such deterr/iination, current costs may be 
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is assigned, and the subsequent action taken by that Department vjill 
generally be accepted by the otxher Departments^ 

(d) Approval of a pension or retirement plan by the Bureau of 
Internal Revenue or by the Departments does not inply that the cost thereof 
for any particular year \ri.ll be allowable for apportionment to contract 
costs or estimates, except to the extent costs for that year meet all 
otiier requirements of the Bureau of Internal iie venue as a deduction for 
income tax purposes, and are allowable under the provisions of this para- 
graph and the other provisions of this section. 

(e) Pension and retirement costs constitute a part of the total 
coniponsation by a contractor to any individual covered by the plan, and 
accordingly arc subject to the provisions of this section i^Tith respect 
to reasonableness of the total corqpensation paid to the individual for 
the services rendered (see AS?R 15-312 and ASPR 15-330,2) • 

(f) VJhcre contributions to pension or retirement plan^ are based 
on profits, providing that provisions of the Internal Revenue Code and 
regul.?,tions of the Bureau of Internal Revenue have been met, the amount 
allowable for apportionment to contracts in any one year shall be the 
amount contributed to the pension trij.st(s; for that year, but not to 
exceed 15 percent of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities 
or of periodic cash payments made to provide pension or retirement bene- 
fits for retiring or retired employees, other than incurred under approved 
pension or retirement plans, ^/ill be subject to consideration on an indiv- 
idual case basis. 


sentative past period. In determining historical costs, such recvirring 
nominal severance pajnnents actually made are allowable* Where the Contrac- 
tor provides for accruals of severance payments in lieu of recording the 
cost thereof at the time of payment, such. method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made over 
a representative past period* Generally, the cost of severance payments 
made during the performance of defense contracts should be allocated to all 
classes of work being performed at the time of payment since it is a reduc- 
tion of total work which causes the severance* The following paragraphs are 
devoted to the treatment of severance payments anticipated tof be necessaiy 
upon the completion or termination of defense production* 

(b) iiass severances * 

(1) Fixed-price type contracts* The considerable uncertainty 
as to "Whether mass severance payments will ever , have to be made is 
such that no consideration will be given thereto in making cost 
estimates or in determining historical costs* This risk is one wliich 
the contractor must assume and for which he is compensated in the 
profit* However, where, because of termination of the contract for 
convenience of the Government, the Contractor does not have the op- 
portunity to earn the profit contemplated by the contracting parties 
at the inception of the contract, costs of severance payments 
actually made and. which are allocable to the terminated contract 
are allowable* In allocating costs to the terriiinated contract (s) 
the costs shall be assigned to the period in which the severance pay 
was actually earned and apportioned to all business of the Contractor 
performed during that period* The cost apportioned to the period of 
of production of the terminated contract (s) should then be allocated 
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allowed provided an appropriate contractual arrangement can be agreed 
upon iniicii reserves the Government's right to these credits. Such re- 
capture provisions will vary in the extent and duration of application 
anc- time of dctemiination* ?or example, such provisions msy be contract- 
xjidc or contractor-wide and the deterr.unation ma^/ be made at termination 
of a defense contract or defense contracts, at mass lay-off of con- 
trrxtor's enployees or at the time of substantial decline in proportion 
of contractor total sales under defense contracts. 
15-312 til Fringe Benefits Severance Pay . The cost of severance pay 
will be considered oal.y. to the extent that, in each individual case, it 
is required by (i) law, (iij employer-employee agreement, (iii) established 
policy that constitutes, in effect, an implicit agreement on the contractor' 
part, or (iv) circumstances of the particular employment., ..Theoretically, 
the right tp^ severance pay is eatned during the entire period of employ- 
ment of the indivual or,- when based 'upon specified years of service^ is 
earned during those years. - In theory, the cost of severance payments should 
bo recorded in the contrSictor's accounts during 'the periods in which the 
employee earned the right to such payments. However, few contractors accrue 
severance payments because (1) the elci'ical c-xpcnso involved in identifying 
and recording the cost for each employee is riot justifiedj and (2) there 
is considerable doubt that anj^' substantial' payments will have to -be made 
since payment is solely contingent upbn future events. 

(a) Recurring^ nominal severance payrientS t The cost of severance 
payments arising from regular employee severances as distinpt frara liiass 
layoffs majr be included in cost estimates only to the extent that such 
estiiiiates are based upon severance payraents actually made over a repre- 
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15-312«5 Fringe Benefits >^ Preiaium Payments for Overtime and Extra^ 
Sliift Work# Costs of this nature consist of only the premium portion of 
overtime and extr^-shift: payments or accruals to employees > not the straight- 
time portion^ Thus, if the rate for overtime vork is time-and-one«half of 
the regular rate, the premium portion is the additional one-half t Similarly^ 
if the wage rate for a second shift is twenty cents an hour above the regvdar 
rate, this additional amount is the premium. 

Overtime and shift premiums are .all9wable if authorized or approved pur- 
suant to the reqiairements of paragraph 12-102« 

Such premiums may be classified as either direct or indirect labor cost, 
but overtime premiums should be separately stated in either event. When 
treated as direct labor cost, overtime premiuias shoiild not be included in 
the base for distribution of overhead. The amount of overtime and shift 
premium cost charged on Government contracts shall not be disproportionate 
to the amount of such costs charged on non-Governiftent work being concurrently 
performed in tlie contractor i^s plant. 

1$-*312.6 Fringe Benefits — Unclaimed Wages . Costs under cost-reim- 
bursement type contracts should reflect accredit for unclaimed wages based 
upon agreement as to the amount thereof reasonably expected not to be paid 
subsequent to the date of completLon or settlement. In this event^ all 
unclaimed wage liability rests with the contractor^ When such an agreement 
cannot be reached, the Government will assume liability for payment of 
unclaimed wages and eliminate all allowances therefor from reimbursement to 
the contractor. 
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between :the terminated contract(s) and all other business of the 
Contractor • If , the termination Claim- is- total cost 
-feasis^ tJie.?aaount so allocated is properly aHd*abl6^ If the claim 
i^^ prepaaned on the inventory basis, the amount 

termiiia ted. contract mst be further subdB-videy; 'between that portion 
of production billed as completed imits ^^d the p^ to.be .inven- . 
toriedt Only the severance pay costs applicable to the latter portion 
is includible in the termination ciaim« 

(2) Cost-reimbursement type .contracts. Mass severance pay costs 
will not be considered in the evaluation of cost estimates} nor will 
any allowance be niade on an estimated basis in determining historical 
costs* Likewise/ :th6- contingency of severance payments will not be 
considered to bfe a; ri^sk"' assumed by the contractor in determining the 
fee since the CroVei^ent assumes . the risk. The cost of severance 
payments actually made upon cessation^ of Government work where there 
is no reasonable prospect of continuing employment on other work of 
the Contractoir are allowable allowable cost shall be determined 

by assigning the total cost to the period in which the severance pay 
was actually earned and apportioning such cost to cost-reimbursem;ent 
type contracts and all other business, of the contractor performed 
during that period** 

A reservation in the final release of claims (see ASPR 
may be made in the case of completed cost-reimbursement type contracts 
where it is reasonable to assume that severance payments allocable 
to the contract will have to be made at some future date* 
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15-313 Other Manufacturing Expenses ; 

15-313*1.. Alloffati on of : Indirect Manufacturing Expenses > Among the 
acceptable bases,^ depending upon circunstances, for allocating indirect man- 
ufacturing expenses aire direct^labor-cost, direct-labor-hburs^ machine-hours, 
and units processed* In mor^ complex manufacturing plants j it is appro- 
priate to departmentaUze the plant for purposes of accounting for manufac- 
turing expenses when aiiy ^ven ign? Is concentrated 

in departraents haying a much higher- or lower expense- -rate than the aTerar;e» 
Expense departmentalization, is desirable in larger and more complex 
plants for purposes of .expense .budgeting aM' control by the responsible 
foreman^ regardless of the. need for a more refined method of expense alio- 
cation* . When manufacturing expenses .are* departmentalized, it is necessary 
to charge service-department expenses (such as the power plant) and factory 
general expenses (such .as taxes, insurance^ etc*) to the productive depart- 
ments on appropriate bases before aillocating the respective productive 
department expenses to prcKiucts ( or' parts thereof) or to contracts or job 
orders for product^* Appropriate bases should be selected for service- 
department and other, expense distributions to produdtive departments - etg*, 
kilowatts of connected power load or metered power consumption, in the case 
of electric power* 

Direct-labor-hours may be preferable for use as a basis for distribu- 
tion, of indirect manufacturing expenses whien, for example, wa:ge rates vary 
widely within a given cost center or department* VJhen direct-labor dollars 
expended fairly reflect machine effort, as well as labor effort, in any pro- 
ductive department, it is most simple, as well as appropriate, to use that 
basis of expense allocation in preference to a direct-labor-hoxir or machine- 
hour basis* When there is much automatic or semiautomatic machinery in a 
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productive department, the Use of ; inac^Hine-hoxir-rate is generally more appro- 
priate for expense allocation* The' txid-ts^processedf-basis of allocation is 
generally appropriate when* a given prbductiye departtaent processes only one 
item, or the several items ai*e " s6 -similiar as itO: be susceptible to meas\u?e- 
ment of iinits processed in terms of a common , denominator — e#g»,- steel 
sheets of various gauges processed through a rolling mill* 

15-313#2 Allocation of Enkiheering Expenses ^ Engineering expenses are 
included in such items as the cost of produci/ <i?sign, tool design, expert^ 
mental development, manufacturing and production. development, lay-out of 
production lines, deteinidnation of machine metrhpds and related blueprinting 
and drafting* The principle* of (arect costing ^se.e paragraph 15-211) would 
indicate the desirability of charging directly < to the benefited activities 
(such as production, facilities, and research and development) all engineer- 
ing costs which can be directly Identified, with s^ch activities* Only a 
relatively minor amount of engineering costs, (consisting chiefly of engineer- 
ing administrative expenses) should remain to be allocated to the activities 
on an indirect basis* All engineering. costs, charged directly or allocated 
should in turn be assigned to products, product .lines, job orders, contracts, 
etc* For fiirther treatment of the costing of research and development, 
special tooling, manufacturing and production engineering and preproduction 
expenses, eoe paragraphs l5-313#7, l5-313#10, l5-313#ll and l5-3i3#12; 
facilities contracts are included in Part h of this Section* 

15«313*3 Depreciation * 

(a) Depreciation accounting is a system, of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if ary), over their estimated useful life in a systematic and rational man- 
ner* It is a process of allocation, not of valuation* Depreciation for the 
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generally be deterriiined by groups of facilities for which the factors bear- 
ing on estimated useful life are similar^ The amount of depreciation written 
off in any fiscal period may vary with volume of production or be increased 
.for multishift operation, provided the method followed is consistent with 
basic objective set forth in subparagraph (b) above# Special methods have 
been established for determining depreciation on -emergency facilities cov- 
ered by Certificates of Necessity by a special directive set forth in an 
appendix of this Section. 

(d) Depreciation should be bs^ed upon original cost. of the facilities, 

whether measured by purchase agreement for a cash consideration, the fair 

• ■ ».,.■••'"■■• 

value of securities issued in exchange, or siiiiilar appropriate measures, 
^^though it is permissible tliat such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practifee 'will be followed consistently 
in the future and also provided that otherx-Tise the charge is riiade at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view' of the estimated useful life of 
the facilities* In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in the depreciation charge for the cujrreat year. No other basis 
of determining appreciation in value of f acilitieis may be utilized in de- 
teniiining depreciation for purposes of contract costs j for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
is applicable^/ 


year is the portion of the total charge under such a system that is allocated 
to the year # Depreciation on a contractor's plant^ equipment and other capi- 
tal facilities is an allowable element' of contract cost^ usually of an in- 
direct nature. ' . 

(b) Useful life, Ss above referred to, has reference to the prospec- 
tive period of economic usefulness iri the particular contractor's operations 
as distinguished from physical life. In establishing estir.iated useful life, 
consideration should be given to all of the factors of wear and tear, obso- 
lescence (both economic and technological), and inadequacy, which are common 
to the depreciation problem. ' Of these factors, obsolescence is most often 
the' limiting or controlHng" bnei Obsolescence of facilities, from the 
standpoint of economic utility, is always a prospect or contingency to be . . 
anticipated (differing only in degree, in each instance) with respect to ' 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant arid equipment. Costs of depreciation and maintenance ar^e 
mutually related. Wear arid ti^ar may be increased by lack of maintenance or 
may be made good by maintenance" (often indefinitely, so long as it is eco- 
nor«iical to do so arid provided bbsolesocnce or inadequacy has not become 
preeminent). Hence, estiriaites Of useful life of facilities in each case 
should take into consideration the' actual r.iaintenance policy in effect. 

(c) Deprcciatibn may "be determined by application of any one of the 
generally accepted methods j hox^ever, the selected method and rate of depre- 
ciation used should, iri the absence of compelling reasons to the contrary, 
consistently be applied froia year to year. Generally, however, deprecia- 
tion is too intangible to warrant meticulous computations by /application 
of rates by individual items of plant and equipment, although such compu^ 
tations are frequent and will be recognized. Hence, depreciation will 


l5-313«U Repairs »nd Mainte]iancje » Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment irtiich, aQcording to generally accepted accounting 
principles, should he capitalized and made the subject of depreciation. 
There is, of course, a twilight, zone between repairs or maintenance and 
capital e3^enditures within which 9- contractor should be- piermitted' to 
operate upon the basis of his established accounting practice, if the 
results are equitable, Po^ exainple, .certain major costs of building 
alterations and rebuilding. or 
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(e) No deyreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully .depreciated but still in 
use when a sut*stantial portion of such depreciation was on a basis that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or sub contracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may compute normal depreciation on the 
cost of jjacilities in use without reference to previous depreciation pro- 
visionsit However, if the amo\xnt of depreciation allowed on fully depreciated 
assets is material, this might be evidence of the application of excessive 
depreciation rates to assets not fully depreciated^ If excessive rates are 
used, total depreciation claimed should be reduced so as to reflect the 
application of more equitable rates ♦ Fully depreciated facilities will be 
determined on the basis of relating original cost to accumulated depreciation 
on such cost, Regardless of whether there is an adjustment of ciirrent depre- 
ciation charges based upon adjusting the cost of facilities to current price 
levels»7 

(f ) No depreciation may be allowed on facilities which are not in use, 
except such facilities as are held for reasonable production standby pur- 
poses and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production, 

(g) Biere are several methods of accounting for small tools and ex- 
pendable equipment, if in accord with generally accepted accounting princi- 
ples, any method consistently applied by the contractor will be acceptable; 
provided, however, that allowances for such items are recognized to repre- 
sent depreciation allowances for the use of the items^ Where acquisition 
costs are not capitalized, particular attention should be given to the 
residual value of such items upon completion or termination of the contract^ 


tractor, an additional cost allowance may be made in determining costs of 
the terminated contracts for the purpose of contract settlement, provided 
such facilities are transferred to the Government, if so desired, or an 
equitable adjustment is made in favor of the Government in reco,c^nition of 
any resale or salvage value estimated for such f acilities* 

15-313 #6 Rentals of Plant and Bquipment t Rentals of plant or equipment 
are allowable if reasonably required for the performance of the contract and 
if bona fide and reasonable as to rate and duration* Special care should be 
exercised in determining reasonableness of rentals in cases in which rates 
were arrived at as a result of less than arm^s length bargaining. Rental 
costs may not be bona fide under the follo^ang circumstances t 

(a) Rentals paid to persons, including corporations, affiliated 
with the contractor* 

(b) Rentals paid to unaffiliated persons, including corporations, 
upon property formerly ovjned by the contractor when such property was 
fully depreciated or substantially fully depreciated before sale or 
transfer and Government contracts absorbed a significant portion of 
such depreciation^ In either case (a) or (b), rentals will be limited 
to a reasonable amount of depreciation, as might be determined if the 
property were owned by the contractor, plus carrying costs which are 
not paid by the contractor .under the terms of the lease, including 
maintenance, taxes, and insurance (but not interest on the investment)^ 
15-313#.7 Preparatory Costs * Preparatory costs or expenses, also 

known as ^make-ready costs", are costs specially incurred in preparing to 
operate under a specific contract or contracts* They include costs of 
organization and planning, eitployee recruitment and training, engineering 
and development (including product design, product specifications, and 
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rehabilitating machinery and oquipmont may reasonably be treated in some 
instances as either repairs and maintenance expenses or capital expenditures, 
depending in part upon the contractor's. established policy^ In making 
decisions vjith respect to the alternative accounting treatment of these itemis,' 
consideration should be given to the materiality of the amounts involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government^ In the latter cMe^f ©^"^ntract - ; . 
pricing purposes, the cost generally should be considered to be of a capital 
nature and the subject of depreciatiori. In those instances where it may be 
appropriate to charge the cost of extraordinary rehabilitation to expense, 
special care shoiild be taken in equitably allocating the costs to all the 
benefited classes of work (see 15-313.7 "Preparatory Costs")* Repairs 
and maintenance costs on facilities which are not in use will not be 
allowed, except on individual it^fas of macfhinery.. and equipment (as distinct 
from entire plants or significant portions ..thereof ) held for reasonable 
standby purposes • Repairs and rrtaintenance on additional plant capacity 
reserved for defense production .vdli: be ,.allp^^^^ if specifically provided 

by contractual agreement. *■ '? . i ■ \ 

15-313.5 Profits or Losses on Disposition of Plant and Equipment s In. 
determining contract costs, no recognition will be given to profits or losses 
on disposition of plant and equipment. for reason that depreciation reason^ 
ably deterrained, providers the' exclusive , charge for the cost of using a 
contractor's facilities. However, when a. contractor has capitalized special 
purpose facilities acquired solely for. performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
changes or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con^ 
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Initial production costs may consist of the excessive portion of mater- 
ial costs incurred in the early stages of production, on contracts requiring 
new products or greatly increased. production, as the result of abnormal 
quantities of materials used .or abnormal scrap losses. Initial costs may 
also consist of the excessive portion of direct-labor costs, plus a proper per- 
tion oi' the related overhead,,. incurred in the early stages of production due 
to such causes as excessiye def ective . work resulting from inexperienced labor, 
idle time and subnormal production occasioned by testing and changing methods 
of processing, and cost, of training. employees. The justification for such 
special costs depends upon .their? -nature and causes', and not merely upon the 
fact that total production costs are high. 

After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome, unit cost will usually tend 
• to .level off, thereby eyidcncing ithe end df the initial period of production 
but not necessarily representing the. loi^st unit cost eventaulOy attainable 
during the operation of .the entire -contract; If, however, these costs con- 
tinue abnormaxly high. af^«r a contractor'- has been allotted a reasonable length 
of time in which to learn how... to miske ' a • product efficiently, the excessive 
costs may not properly bo allowable for purposes of estimating under cost 
reimbursement type contracts, or estimating for 'formal pricing purposes in 
fixed price type contracts, and. should receive special consideration in 
determining historical co, ts under existing contracts, or in establishing 
costs under terminated contract. .eettlan^gjt^;* -'■ --• 

/I5-313,9. .ReconvdrSion Expenses , Reconversion ia^^onses are those con- 
nected, iilth restoration 'oif facilities to approximately the same physical """ 
arrangement and condition they were in immediately prior to lihe beginning 
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plannLng of production processes and laj'-out) and plant alternatj,on and re- 
an^angGTient. Preparatory costs do not include initial production (starting 
load) costs Tidiich are treated in paragraph 15-313*8, or manufacturing and 
production engineering which is treated in paragraph 15-313»11 or special 
tooling which is treated in paragraph 15-313#10# 

Preparatory costs^ when incurred for the exclusive benefit of Government 
production^ are allocable directly or indirectly to the contracts benefiting 
from such costs • v^hen preparatory costs benefit other classes of work as 
well as Government work, an equitable allocation to all benefited classes of 
work is proper* 

Preparatory costs (sometimes called "Anticipatory Costs") may have been 
incurred prior to the award of a definitive contract, Tiie amounts of such 
costs^ for purposes of contract cost allox^rances, are subject to approval of 
contracting officers based upon advance understandings or upon subsequent 
negotiation* In such case a specific provision limiting the amount, types 
and period of pre-award prepar*atory costs should be incorporated in any 
definitive contract* Similarly, it is desirable that prior approval of 
the contracting officer be obtained in the event that unusual charges of 
this type are to be incurred during the life of the contract. However, the 
absence of such provision or approval will not preclude consideration of the 
costs in subsequent price negotiations or determinations under such contracts* 

15-313»8 Initial f^roduction Costs » Initial Production Costs, also 
known as "starting-load costs", are non^reciirring costs that arise in the 
early stages of production because of the contractor's, unfamiliarity or lack 
of experience with the particiilar materials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs" 
or e3q)enses (also known as "make-reacfy costs" )# 
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stances meeting the above conditionSjj7 

15-313«9 Recoriversion Costs ^ Reconversion costs are those incurred 
in the restoration of facilities to approximately the same physical arrange- 
ment and condition they were in immediately prior to the beginning of defense 
work^ and includes the cost of removal of Gov emmenfc property. Reconversion 
costs, except for the removal of Government property, are incurred for the 
benefit of future production,, and as such are properly chargeable against 
such production. Except for the costs of removing Government properly, and 
the restoration and rehabilitation costs caused by such removal and specifi- 
cally provided for in the contract, reconversion costs are not allowable. 

15-313*10 Special Tooling . The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to. the production of the particular supplies or 
the performance of the particular services for which acq\iired or furnished* 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment* 

The cost of special tooling, when acquire.d for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at tlie time of acquisition, is allocable to the specific Government con- 
tract(s)* The cost of any special tooling which is useful under both 
Government contracts and commercial work will be subject to allocation 
between them. No part of the cost of tooling which is special to commercial 
work only xd.ri be allocated to Government work. The cost of npn-special 
tooling is not subject to direct allocation, but is subject to depreciation, 
which is treated elsewhere in this Part, except that in the production of 
standard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation. 
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of defense work,< including the removal of --Government property. In many 
cases, reconversion costs,, except for the removal of Government property- 
are 'incurred for the benefit of futxire production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where eai of the circumstances outlined bolow exist, reconversion 
costs may be recognized through specific contractual provision^ 

^a) There must have been a major alteration or rearrangement of faci- 
lities at the inception of defense work for the sole purpose of performance 
of defense contracts, or facilities wore nex^yly acquired buildings in which 
Govei^nmeht machinery and equipment has been installed. In the latter case, 
only the cost of removing Government property is to..b,e...considered# 

^) Ihe necessity of reconversion of facilities to approximately the 
same physic aa arrangement and condition they were in immediately prior to 
th'e' beginning of defense work and the costs thereof must be reasonably 
certain and determinable. 

^c) There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or re arrangement « 

/Xd) Neither the partictilar contract nor any other contract contains 
an allowance for the use of facilities which would condensate the contract 
tor for reconversion expenses • . 

Reconversion costs shall be alloi^ed only in pricing those fixed price 
contracts in existence or actually being negotiated at the time the costs 
of conversion were incurred. In the event of subsequent conversions or 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in corit-reimbursement • '•ype contracts to 
compensate the contractor for actual reconversion costs incurred in circum» 
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may be divided into two major categories ~ (1) product research and develop 
ment, and (2) general researcht 

(a) Product research or development is that which is directed toward 
the design^ improvement or utilization of a particular product or product 
line. In costing production contracts, current costs (or estimates thereof 
*.ere forward pricing is involved) of product research or development will 
be allowable. However the principle of direct costing by product or product 
line, as appropriate,, should be applied, and provided further that such 
costs are not reimbursed te the cbnt'ractor under separate research and/or' 
development contracts. No costs of product research or. development . may be 
allocated to Department of -Defense -researcli'^'a^^^ development contracts 
other than the direct costs of performing the contract. and the proper share 
of the indirect costs of administering the research. or development program. 
In some instances it may be apprcrpiriate to establish by contract provision 

a ceiling on the amount of product research or development to be allowed. 

(b) General research is all research other than that which is directed 
toward the design, improvement or utilization of a particular product or 
product line. The cost of general research, wiien reasonable in amount and 
incurred in accordance with the contractor's established, practice, is allo- 
cable to all classes cf work, including* defense work, provided such costs are 
not reimbursed to the contractor under separate defense research contracts, 
gifts, grants, trust funds or other similar' sources • No general research 
costs which were incurred in accounting periods prior to th6 award of. the 
particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 
required to defer research costs incurred during the period of performance 
of defense contracts to subsequent accounting periods. In some instances 


Khen the resultant charges are reasonably equitable between fiscal years. 
VJhon the entire cost or a substantial portion of the cost of such special 
tooling has been allocated to fixed-price Govornment contracts, the asset 
concerned shall be subject to the provisions of Part 3 of Section XEII and 
of the Special Tooling contract clause for fixed-price contracts set forth 
in paragraph 13-50li» When such special tooling is acquired under cost- 
reimbursement type contracts it shall be subject to the provioions of the 
contract clause set forth in paragraph 13-503 entitled "Government Property*' 
r.nd to the provisions of Appendix B, ASPR, applicable to Govemment-ovmed 
special tooling* 

15-313 #11 I'lanufacturing and Production Engineering# Manufacturing and 
production engineering includes the cost of engineering activities in con- 
nection with (1) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, tool design and fabrication for im- 
proved tooling, and (2) production problems such as component design for 
purposes of simplifying productiont Such activities are usually for the 
purposes closer control and reduction of manufacturing costs and the costs 
thereof are allowable • A characteristic of this tj^e of expense is that 
it can be related to a specific contract, product or product line and is there- 
for chargeable thereto either directly or by allocation. (See ASPR 15-313«2)« 
Ihis is in contrast to general research and development which, by its general 
nature, carnot be directly associated 'wj.th a specific contract, product, or . 
product line* 

15-313«12« Research and Dr-velopment . Research and development expenses 


(iv) Royalties are paid under an agreement entered into after 
the award cf the contract without the approval of the contracting 
officer • 

In any case involving a patent formerly owned by the contractor, the 
allowance will be limited to that which would have been made had the 
contractor retained title thereto* In all other cases, the allowance 
shall be reduced by the amount considered to be unreasonable, 
(c) Care should be exercised to prevent charges for the use of patents 
when the Government already has, in fact, rights to such patents. The Gov- 
ernment may have obtained a royalty free license or title to patents as a 
result of contract clauses such as contained in paragraph 9-10? and 9-112, 
as a result of settlement of claims, as a result of the employer's right 
in employees' inventions provided under Executive Order IOO96, as a result 
of a royalty adjustment settlement, or as a result of separate purchase or 
gift* 

15t313#1U Plant Protection Expenses . 

(a) These expenses represent costs incurred in protecting the contrac- 
tor's personnel and plant against fire, theft, sabotage, espionage, civil 
disorder,, eneit^r attack, or other violent destructive forces.. Plant protec- 
tion expenses are allowable costs of defense contracts.. Normally they will 
consist of guards* wages and labor costs related thereto, costs of individual 
equipment, cost of plant protection equipment if of minor amount, and depre- 
ciation of plant protection equipment. To the extent these costs are attri- 
butable solely to defense special security requirements, they are allocable 
entirely to* defense contracts. Costs of normal plant protection not result- 
ing from such special requirements, generally, should be indirectly allocated 
to all classes of work. 


it nay be appropriate to establish by contract provision a ceiling on the 
amount of general research to be allowed. 

(Mote ~ See paragraph 9-107 for information as to patent rights 
to be obtained viien research or development work is called for 
or required in the performance of a contract or when allowances 
are made for costs for product research or development*) 
15-313»13 Patents and Royalties # 

(a) Amortizatitn of the cost of purchased patents owned by a contractor 
applicable to products or processes covered by a contract is an allowable 
element' of cost to the extent reasonably allocable to the contract* Research 
ind development costs leading to patents are treated in paragraph l5-313»12t 
' (b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts may have been arrived at as a result of less than 
arm^s length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor* 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor iJhen 
the costs of such patents or the research and development work 
thereon were substantially recovered through charges against the 
costs of defense business. 

(iii) Royalties are paid to unaffiliated persons, including 
corporations, irnder an agreement entered into in contemplation 
that a Government contract would be awarded. 


(i) Recommendations and requirements of the duly constituted 
Governmental authority having jurisdiction over civil defense in the 
local area* 

(li) The extent of like measures being taken by other businesses 
within the local airea, particularly those not producing under Govern- 
ment contracts^ 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furnishing an inducement to the contractor 
to incur the cost* 
15.313^15 Insurance and Bonds > 

(a) Jo the extent that a contractor's insurance program has been 
reviewed and approved by the insurance authorities of the military depart- 
ments, procurement and audit personnel of the military departments will be 
governed thereby* 

(b) The net cost of insurance and bonds, after deduction of dividends 
or other allowances which may be expected, if reasonably necessary, to the 
operation of a business, is an allowable cost on Government contracts to 
the extent allocable. Some, but not all, of the types of coverage which 
may. be reasonably necessary are property, 'aircraft, automobile, general 
liability, product liability, workmen's compensation, employees' group, 
accident and disability, use and occupancy, (but excluding that portion of 
the policy premium applicable to anticipated loss of profit and costs which 
are unallowable under this Section) and fidelity and surety bonds (including 
performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex- 
cept when premiums are paid in behalf of executives or employees pursuant 


(b) A special problem may arise in the case of fixed price contracts, 
the security classification of which is altered after the contract has been 
entered into. vJhen such a contract price is negotiated, the contractor is 
presumed to know the plant protection requirements under the contract and 
is expected therefore to meet such requirements within the contract price. 
However, if the security classification of the contract -were changed by the 
Government after entering into the contract, additional costs of plant pro- 
tection may be allowed the contractor by contract amendment* The additional 
costs may include not only current costs of an operating nature but also 
costs of a capital nature if the parties agree that the capital costs are 
incurred solely because of the changed security classification of the con- 
tract and would not have been necessary from the contractor's point of view. 
Also, if a classified contract is reclassified downward during its perform- 
ance thereby permitting a savings in plant protection costs, such savings 
should, if material, be the subject of a contract amendment passing the 
savings on to the Government. (See 7-IOI4.I2) 

(c) Civil defense costs ,must be allocated to all work of the contractor 
performed at the particular location where the costs are incurred. When the 
Government's portion of the output of the particular plant is not material, 
the reasonableness of the incurred costs need not be questioned. , However, 
since usually past experience will not provide a guide as to reasonableness, 
civil defense costs should be the subject of specif ic -agreement when the 
amount of such costs to be allocated to Government contracts is substantial. 
When this is the case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 
the Government 5 to determine the legality of such assessment or, as the 
case may be, to secxire a refund of such taxes and any interest or penalties 
thereon.. Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall 
be allowable as a cost** -Reasonable cxpfensels of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as costs. 

(c) Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in xvhich contract costs 
absorb the costs of taxes, interest or penalties. If at. the time the 
refund is received by the. contractor, no defense contracts are being 
performed, the amount, otherwise to be credited to contract costs shall 
be paid directly to the Government. 

(d) Where it becomes evident in negotiating a contract price that a 
contractor may be required to pay a tax, the legality of idiich is question- 
able or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract contains provisions substantially similar 
to those set out in subparagraph (b) (1) (2) and (3) above, ^ 

15-»313«17 Strikes and Lockouts . The situations and conditions sur- 
rounding strikes and lockouts are so varied that it is iiripossible to establish 
a general principle providing for allowance or disallowance of crsts in- 
curred during such occurrences.. Each case must be considered on its own 


to specific agreement or established policy v^iereby such payment may be 
properly considered as additional condensation (Paragraph 15-330* 2). 

(d) \^en a contractor self insures against insurable risks of any 
tjT^e (But see paragraph 7-203*22 for limitation on self -insurance in 
cost-reimbursement type contracts), a reasonable provision for losses 
estimated by the contractor is an allowable cost if such provision, is 

t based upon actual loss experience to the extent feasiblej or, in the 
absence of adequate loss experience data, it is not in excess of net costs 
which would be paid for such insurance if carried by private insurance com- 
panies, less agents • commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self- insurance 
or otherwise) against a contingent loss or damage, where a reasonably pru- 
dent busines,sman would have insured himself against such loss or damage, 
are not allowable. 

15.313.16 Taxes . 

(a) In general, taxes which the contractor is required to pay and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal income and excess profits 
taxes J taxes, in connection with .financing, refinancing or refunding opera- 
tions (see paragraph 15-330.5)} and special assessments on land which 
represent capital improvements. 

(b) Taxes which are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- . 
vided that the -contractorj (1) promptly requests instructions from the 
contracting officier concerning such taxes; (2) agrees to comply idth such 
instructions} and (3) if so directed by the contracting officer also agrees 
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abnormal in relation to sales effort 'that the use of historical costs 
would result in the inclusion of an \mreasonable amount of estimated 
selling expenses* In the " latter- esse, fith^ ^i^^d selling expenses should 
be charged to normal non-defense sales, leaving the defense sales charge- 
able only with a proper share of the variable costs. For an illustration 
of this principle see paragraph l5-320^5 entitled Advertising. 
15-320.2 Salesmen's or Agents^ Compensation . 

(a) Salesmen's or agents' compensation allocable to defense contracts 
should be reasonable in the light of the services rendered. If inequitable or 
exorbitant compensation is paid, it shall be subject to disallowance, to the 
degree deemed excessive, for the purpose of allocation of costs to defense 
contracts, F(r example, when defense business consists of standard commercial 
products which are sold normally on a commission basis, sudden e:q)ansion of 
defense bxisiness may necessitate the adjustment in the amount of compensation 
allocable to defense contracts, 

(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
a contract cost when contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or 
selling agencies maintained by the contractor for the purpose of securing 
business. This provision shall be qjplied in a manner consistent with repre- 
sentations or agreements of contractors or prospective contractors in the 
light of ASPR, Section I, Part 5. 

15,320,3 General Sales Expenses ,. These expenses, consisting of salaries 
and expenses in connection with direction and supervision of all sales 
efforts, clerical expenses in maintaining sales records and statistics in 
some cases, and similar over-all sales expenses, may be considered to be 
allocable indirectly to defense products or contracts in some cases based upon 


merits in the light of the philosophy expressed or ijnplied in the principles 
and standards ej^ressed in Part 2 this Section, . ; 

15-320 Selling and Distribution Expenses ; ■ • • 

15-320.1 Allocation of Selling and Distribution Exp6nses > Selling and . . 
distribution expenses identifiable iii whole or in part with defense wrk are 
subject to allocation to the cost of defense wfk to the extent appropriate, 
considering, the methods of selling and distribution to the Government or to 
prime contractors or subcontractors. Generally, selling and distribution. 
expenses should be allocated between product lines, pr to products sold to 
the respective customer types (where sales methods are different), based 
on analysis of the cost elements in relation to the sales efforts. In some 
cases, it may be appropriate to first allocate these expenses in whole or in 
part as between defense and non-defense business, and then to allocate the 
expenses applicable to defense business against the individual defense. con- 
tracts or products. The principle of direct costing ds very ijnportant in this 
area. For exan?)le, when special defense products are sold to the Government 
or to defense contractprs by separately identifiable en?)loyees of., the. icanu- , 
facturer, the compensation and expenses of such employees may be appropriately 
charge to costs of such products, When, In such cases, there is a separate 
sales organization or identifiable group of representatives engaged in selling 
to non-defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, ihen standard com- 
mercial products are sold at fixed prices direct to the Government or tn 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one established 
sales organization, the same selling . e^p ens e per unit of product maybe used 
in cost estimating, except vhen the quantities expected to be sold are so 
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tcchiiicrJ. p.-'jnphlcts any of which rdd users of the contractor's pro- 
chcts, including the Govwrnmont or defense contractors, excluding, 
of course, thu cost of sue publications prepared for the Govonim.nt 
under seprxatc contract consideration, 

(d) Advertising for coinmercial pro'lucts, other than as in (a) 
through (c) above., not in excess of the contractor's average annual 
costs incurred prior to the avjard pf defense contracts, ' may be allocated 
to defense prime contracts and subcontracts for such coimncrcial products 
on the basis th-t the costs will first be assigned to the contractor's 
nondcfense business in the same amount per unit sold '(or per dollars 

of sales) as was assigneablc to such units prior to* obtaining. defense 
business; -the amount remaining after such assignment may be allocated 
to defense prime and subcontracts Wt not in excess of the amount per. 
urdt on nondefense business; provided, ' however, that when defense sales 
are merely incidental, such' cost 'allocations may be made on an overall 
prorata basis, " " . ' ' " 

(e) Advertising costs, other thrji as in (a)*throu^ (c) above, 
may not be allocated to defense prime contracts and subcontracts for 
non-commercial products.* 

15-320.6 Product Transportation and Delivery Expense s # Ihesc expenses, 
when required by the tonus of a contract, are properly allowable, V/henever 
significant in amount and provided it is feasible, they should be determined 
and allocrted as a direct cost of the product or contract, 

15-320,7 VJarehousing Expenses , Whenever a manufacturer maintains ajid 
ships products from warehouses strategically located in order to. provide better 
service or reduce transportatioxj costs to customers (as is frequently found 


1550 

the specific facts each case, provided the basis of allocation is 
equitable as betwoen defense and nondef onse business as a whole in the 
light of the relative services rendered^ 

15-320,1* Bidding. Expenses » Current bidding expenses of both successful 
and unsuccessful bids ..normally will be treated as indirect e:3^ensos and appor- 
tioned currently to all business of the contractor in which event no bidding 
expenses of past accounting periods will be chargeable to defense contracts. 
However, where it is the contractor's established practice to treat bidding 
expenses by some other method^, such method may bo acceptable if the results 
are considered to be equitable. 

15-320.5 Advertising , Advertising expenses include the costs of 
materials, space, time, layout, .and expenses of the department which super- 
vises such activities. Advertising expenses are generally incurred to 
promote the sale of the contractor's regular c'ommercial products and should 
be assigned thereto. Advertising may be appropriately considered for allo- 
cation to the cost of defense contracts in the following cases: 

(a) Advertising directed solely towards the recruitment of new 
employees. . ' 

(b) Advertising in trade and technical journals, provided such 
adverti*sing does not offer specific products for sale but is placed for 
the purpose of offering financial -support to journals which are valuable 
for the dissemination of technical information within the contractor's 
industry. In addition in the case of subcontractors^ reasonable ex- 
penditures for advertising in such journals for the pm^pose of estab- 
lishing necessary business contacts in -connection with the sale .of 
defense products to Government contractors. 

(c) Publication of maintenance catalogs, parts price lists, and 
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time considerably beyond delivery^ In such cases, it is necessary to esti- 
mate the cost of services and warranties, usually as a percentage of product 
cost, for purposes of price negotiation* Estimating warranty costs must 
usually be based upon past experience in similar circmnstances with due re- 
gard to reasonable standards of quality performance* When allowances are 
made for costs of performance imder warranties as product costs, there 
should be no duplication of the allowance for the risks in figuring allowable 
•profits* 

» ■ • • . •• •■ 

15-320*9 Entertainment Expenses * Entertainment expenses, as such, shall 
hot be considered either directly or indirectly: as a cost of performing Gov- 
ernment contracts* However, when expenses classified as entertainment repre- 
sent the purchase of meals, local transportation, rental of facilities for 
meetings, and other incidental costs, and the primary purpose of incurring 
such costs is the dissemination of technical information or the stimulation^ 
of production,' such costs are allowable, in determining the cost of Govern- 
ment contracts* 

15^330 General and Adiidjiistrative Expenses * 

15-330.1 Allocation of General; and Adniinistrative Expenses * Among the 
acceptable bases, depending upon the cir^cumstances, of allocating general and 
administrative expenses are processing costs -.(direct labor, factory overhead, 
and other factory production costs exclusive of direct material), factory in- 
put costs (processing costs plus direct material), cost of goods completed, 
cost of sales, and sales, (where no more satisfactory basis is available), 
provided that equitable results are therel^y obtained* In the selection of 
the particular method or methods of apportionment, special consideration 
should be given to any such unusual factors as major fixed asset improvement 
programs and significant changes in proportions of subcontracting* f i? 
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with standard commercial.. products or spfre.p.-.?ts), the expenses of.jjare- 
housing such .stocks,, including transportation .^ror.i factory to warc|iousc, 
arc. allowable vdicn fairly alloc-.tcfi to defense sales in relation to total 
sales of products delivered from such warchoascs. On the other hand, where 
products sold .under a def on. c contract arc not delivered or serviced from such 
wrjehouses none of the cost of operation thereof is allocable to the contract, 

15-320.8 Service and Warranty Expenses . In cases where the. contract 
terms include an obligation on the prrt of the contractors, without adcJitional 
separate compensation, to provide "service in installation, training operators, 
correcting defects in the proAxct, replacing defective parts, making refunds 
in case of inadequate perfommce, etc., the price or cost of the product 
. mry include an allowance for the cost of .such undertakings. Generrlly, any 
warranty, .of . the. prpdfict.. as to perf ormance,.. mc^^^ ^orkraanship will 

be for a definite, .period of time.. .In the case of cosUreimbursement. type 
contracts, actual costs of perfomance to be reimbursed to the contractor 
will include such of the foregoing^ .cos ts^as rai^st bp bo^^^ ^y the Government 
under the clause of the contract entitled .''Inspection of SuppiU-cs and Cor- 
rection of Defects". (See para.srs'ph 7-203.5).. . However, in some fixed-price 
contracts, a warranty may extend for a period of 


(2) Ownership of the contractor is limited to a small cohesive group; 
or . - 

(3) The volme of Government contracts when related to the contractor's 
total business is such, as ,to influence "Uie contractor in his determination of 
executive coLipensationj or 
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AH. pertinent factors should be reviewed from tiine to tiriie, especially if and 
when there is a change in the nature or volume of production, to determine 
whether the indirect expenses continue to be apportioned equitably#. Where 
the nature of a contractor's business has '^not changed basically by a shift ' 
to defense production, the presumption is that his former methods, if tested 
by operation over a considerable period/ are' satisfacto However, this is 
only a presumption and should be reexamined in light of probable increased 
production* SJhen the business has changed substantially because of such a 
shift, the contractor's former methods of allocating indirect expenses may 
be entirely inappropriate and so should be thoroughly reviewed* 
15^330#2 Executive Compensation * 

(a) Executive compensation consists of all emoluments (including sala- 
ries, bonuses, stock options, etc.) paid or accrued for services actually 
rendered to the contractor by executives, officers, partners, sole proprietors, 
and others of similar rank and abilities* Such costs are allowable when rea- 
sonable in amount in the light of the services rendered* ^-Jhere the contrac- 
tor's organization was a going concern for a significant period prior to the 
award of defense contracts, the amount of compensation iestablished by the 
contractor will normally be considered reasonable* In other cases and in 
any case where the amount thereof appears not to have been determined through 
arm's length bargaining betvreen the employer and the executive, epeoial 
consideration may be required* . Arm' s length bargaining may be lacking in ar^ 
one of the following situations among others: 

(1) The executive or a member of his immediate family owns or is com- 
mitted to acquire a substantial financial interest in the contractor's 
organization} or 


The mode of travel, accoFjnodation or subsistence shall bo in keeping 
xd.th the contractor's established practice. Should there be no established 
practice, the cost shall not exceed an amount commensurate v/ith the duties 
and responsibilities of the traveler. Costs of entertainment shall not be 
included. 

Special circumstances create situations for vjhich there may be no 
precedent*. For example, costs of transporting employees and their dependents 
from one geographic location to another, . and reasonable allovj-ance to establish 
them in the new location, may have to be incurred if a competent skilled 
labor force is to be recruited and maintained. Generally such costs are 
allowable, but there mr.y be specific instances in which a part or., all will 
be excluded if considered excessive or unnecessary, lilhere such circumstances 
are anticipated, advance understandings should be reached limiting the "types 
..and vamounts 9^ su:Ch costs # , . 

15-330 # h Legal, Accounting^ Engineering and Other Professional Expenses . 
Costs of professional services rendered, whether performed by the contractor's 
employees or by other members of the particular profession or craft retained 
b:y the contractor, are generally allowable* Such costs must.be reasonable 
in light of services rendered, and pajTnont must not be contingent upon recovery 
of. the cost from the Government. 

Such services must have boon reasonably required by the business, although 
not necessarily required solely for the performance of Government contracts* 
Factors to be considered (among others) when determining the reasonableness 
or necessity of incurring the cost in a particular case are: (i) past pattern 
of such costs, particularly in the years prior to the award of Government 
contracts;: (ii) the impact of Government contracts on the size of the 
contractor's business (i#e#, what new problems arise )j (iii) the nature 
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(U) Ihe services rendered by any individual are clparly. dispro- 
portionate in a major degree to the compensation paid« t 
Alloxvances for compensation of partners or sole proprietors may properly 
be included in executive compensation even though not actually paid .or 
accrued in the accounts. In the case of cost-reimbursement type contract, 
any allowances for compensation for partners or sole" proprietors should be * 
incorporated in" the contract, ' . 

Where executive compensation is considered to be unreasonable in amount, 
the excess over the amount considered reasonable will not be included in 
determining the amount allocable to Government contracts • 

(b) Ihe cost of options to purchase stock of the contractor corporation 
granted to executives thereof is a part of oxecutivie compensation and, as 
such, may be allocated to Government contracts, as' follov/s: 

■ ' ■ • • (1) . ..Ihe cost -of 3tock options to the grantor, corporation is the 

excess, if any, of the, fair market value '6f '' tee sfock^^ the pption price 
on the date the option is . granted to a spccifid individuals 

(2) Since benefits to the corporation are intended to extent 
over a period of ye ^xrs and are not limited to the year in which the option 
was granted or exercised, the cost to the grantor corporation. must be amortized 
at an annual rate, not be exceed three percent of the fair market value of the 
stock on the date the option is granted* The period of amortization is to 
begin with the date .that the option is granted. 

15-330,^ ^Travel Expense , Travel expense, when incurred for business 
purposes, is an allowable cost. The cost may represent payment for actual 
costs incurred, or payment may be on a per diem or mileage basis in lieu of 
actual cost, or a combination of the two methods may be use d,^ provided the 
method used does not result in an unreasonable* charge. 
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Bad Debts # Bad debt losses, whether actual or estimated, arise 
from tile contractor's non-Government business. No alloxvance for such losses 
shall bo made in costs or prices under Government /primc7 contracts^ /However, 
in the case of subcontracts, p'trticulerly lower-tier subcontracts several con- 
tracts removed from the prime contractor, consideration may be given to a 
reasonable allowance for bad debt losses not to exceed the rate experienced 
by the subcontractor in doing business with the same class of customer 

15-330.7 Contributions and Donations » Contribitions and donations to 
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and scope of managerial services expected of the contracted 's own .organization} 
(iv) the nature of conflict of interests which may exist "between the con- 
tractor and the U, S. Governmentj and (v) whether or not the proportion of 
Government production of the contractor's total production is such as to 
influence the contractor in favor of incurring the cost, particularly where 
the ser\dces rendered c^xe not of a continuing nature and have little relrction- 
ship to production \inder Government contracts* 

If, in light of the. foregoing, . it ap pears th??.t any othorwD-se- allowable 
costs are riot reasonably required by the business or are excessive, the allcw- 
able portion will be reduced to an appropriate ajnount, if any, for purposes 
of allocation. 

15-330*5 Business Organization Expenses ^ Business organization expenses 
consist of those ordinarj'- and reasonably necessary expenses which are incurred 
becuase of tlie use of the corporate, partnership, or other form of organia^^.tion* 
Recurring business organisation eyqpenses are allowable. Exainples of such recur- 
ring expenses, with respect to a corporate form of orgamzation, arc fees paid 
to members of the board of directors, cost of shareholders meetings, proxy 
solicitations, preparation and publication of -annual reports to shareholders 
and preparation and submission of required reports to regulatory bodies having 
jurisdiction* Such costs shall normally be considered to be reasonable in 
amount when incurred in accordance with the contractor's established practices, 
particularly those in effect prior to the award of Government contracts* Non- 
recurring expenses, particularly those directly i^elated to the acquisition of 
additional capital, arc not pllowable* Other examples of unallox'jable costs 
would include legal and professional fees paid in connection with the pre- 
paration of a prospectus, costs of preparation and issuance of stock rights, 
and am.ortization of costs of organizing or reorganizing the business^ 
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production has been altered significantly by Government contracts, 
departure from the prior program may be justified* 

(ii) When the organization is a local one and membership would 
be expected of all similar busiiless firms in the business community^ 
Local organizations must be primarily for trade, business, or pro- 
fessional purposes^ Social, cultural, or recreational activities, 
if any, of such organizations must be inciderital# 

(iii) If the organization is regional, national, or international 
in scope, membership therein should be held by a majority of like firms 
in the same industry^ 

In determining reasonableness of particular membership costs which appear 
to be excessive, a review of the nature of the activities of the organization 
might be necessary in order to reduce the allov/able portion of the contractor's 
membership costs to an amount which would, in effect, exclude a contribution 
to lobbying or public relations activities^ 

(b) Subscriptions » The cost of subscriptions to trade, business, pro- 
fessional, or technical periodicals or services is ailibwable when incurred 
in accordance with the contractor's established practice and the costs are 
reasonable in amount. 

l5-330«9 Employee Morale, Health, and Welfare. * .Expenses for employee 
morale, health, and welfare activities, such as employee publications, ill.* 
ness or first aid cUnics, iii5)rovemeht of working conditions,, and others 
aimed to improve eraplcyer-emplcjyee relations or emplqyee perf orinance, are 
allowable if incurred in accordance with the contractor's established 
practice or custom in the industry or area. • 

15-330.10 Cafeterias, Commissaries, Dormitbrieis, and gan teens . Ihis 
class of expense consists of the cost, less revenue, of food, beverages, or 
livirig accommodations provided for members of the contractor's organization 
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established nonprofit charitiabl^, scientific, and educational organizations 
are properly allocable to Government, contracts; provided that such costs (i) 
msy reasonably be ejected to result in future benefits to the contractor 
through advancing,' directly or indirectly, the technology of his industry 
or indreasing th6 supply of trained manpower available to it; (ii) are in 
lieu of the' cost of similar f.acilities, which facilities the contractor 
would otherwise have to provide, as for example, emplqyee medical or re- 
creational facilities'} dr. (iii) are expected of the contractor by the com. 
munity and it can reasonably be. expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions. In 
general, contributions and .donations under item (iii) will not be allowable 
unless it is the practice of most; business firms in the same community to 
make contributions to such organizations* 

The propriety of the amount of particular contributions and donations 
and the aggregate tliereof for. each fiscal period must be judged ordinarily 
in light of the pattern of past pontributions, particularly those made 
prior to the placing of Government contracts. The amount of each allowable 
contribution must be deductible .for puirposes of Federal income tax, but the 
deductibility of the contribution for income tax purposes does not in itself 
justify its allowability as a contract cost* 

15-330.8 Trade, Business, and Professional Activities . 

(a) Memberships . Costs of membership in trade, business, and profes- 
sional organisations are allowable when incurred in accordance with the 
following standards: 

(i) Memberships are consistent with the established practice of 

the i5.oQtractorj, particularly his practice prior to the award of Govern- 

ment contracts. However, if the nature or volume of the contractor's 


1563 . , 

the period of contract performance, but the amount of v^Mch is currently* 
indeterminable,, may. be recognized as follows: 

1, A iirutually agreed upon settlement may be negotiated in 

lieu of waiting for the exact future dsteriiDnation, • . . 

2, Bie contract mcy be held open (by an exception in the 
final release or by a provision in -the pricing amend- 
ment) as to the particulsr item pending the exact 
determination of the amount of the cost on an actual 
basis. 

Individual paragraphs of this Part. contain moVe" specific treatment of contin- 
gencies related to the subject matter of •Such" paragraphs', and shall be con- 
trolling with respect thereto; ' 

(b) Allowances for specific contingencies which ar^ reasonable certain 
and determinable may be .made in cost estimates for use in negotiating forward 
prices of fixed. price contracts. Other contingencies are not allowable as 
costs in for-rfard pricing actions, bdt their possible impact may be considered 
in establishing contract prices and ceilings in accordance with Part hj 
Section III, ASPR. 

15-3U0.3 Losses on Other^ Contracts . A. loss sustained by a contractor 
on any contract is not allowable as a cost of performance of ary other 
contract.. Such losses shall include ai^ excess of cost over income under 
arry and all other, contracts whether such other contracts are of a supply, 
research and development, or other nature. 

15-350 .Termination Costs. . In the event of termination of. the contract 
for the convenience of the Government, the allowability of particular items 
of cost will be determined in accordance with the cost principles and 
standards contained in this Section and will, in addition, be subject to the 
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at their regular datjr stations^ When reasonably required by the nature of 
the contractor's operations, plant location, established policies, or em- 
ployer-employee agreement, such costs shall: be allowable* On the other 
hand, any profit on such activities shall be considered as a credit to the 
contractor's overall expenses before allocation tq defense contracts, unless 
such expenses are reduced for all the costs of such activities, including 
use of facilities, space, and utilities Trf.th elimination of such credits from 
the contractor's general expenses subject to cost allocations to defense 
business* ' : 

15-3I4O Financial and Other Expenses : 

l5-3l|0,l Interest on Borrowed Capital s Profit margins allowable, in 
contract pricing are based, among various factors, upon consideration of 
normal interest return on total capital employed .(including borrowed capital) 
and compensation for risks (including loss of any capital.) except to the 
extent that risks are the subject of compensation through coot allowances 
or are assumed by the Government under special forms of contract pricing, 
when no pricing allowance for such -risks should be made. In this way, 
ever;' contractor should receive nondiscriminatory treatment, whether he 
furnished his entire capital or borrows a large portion thereof , or whether 
he' is organized in the form of a corporation, a partnership, or a sole pro- 
prietorship* Accordingly, interest paid or accrued, regardless of the 
nature of the obligation which gLves rise to. the interest cost, is not an 
allowable item of cost to be charged directly or indirectly to Government 
contracts. 

l5-3liO#2 Contingencies ^^ 

(a) No allowance for future contingencies shall be included in making 
determinations of historical costs* Costs of events which occurred during 
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The w'ost of items of material reasonaoly usable on 
other work of the Contractor, without loss to it, should not be 
considered. In deciding whether such items are reasonably usable 
on other work of the Contractor, thQ Contracting Ofxlcer should 
consider the Contractor's plans and orders, for current and- scheduled 
production. ContemporanooUB purchases of similar items by the 
Contractor from other sources will .be; regarded as evidence that 
such items are reasonably usable on the Contractor's other work, but 
in any such case the Contr^kcting: Officer wili,consider . any evidence 
subnitted by the Contractor showing that it coujid not retain such 
items at cost without sustaining a loss. Any allocation pf such 
costs to the terminated portion, of the contract should be made only 
to the extent that the quantities of the comrnpn items on hand, in 
transit and on order, are in excess of the reasonable quantitative 
requirements of other work,. ' . 

15-350.3 Limitations of eortg.in Cost g^t In no event, shall .the aggregate 
of the amounts allowed in respect of initial costs and preparatory e^ensesj 
loss of useful value on special macliinery. and equipment; experimental, re- 
search and development expense; special leases; engineering and development 
and special tooling, exceed the amovint whicTi wotild'have been * available from 
the contract price to cover these items if the contract had been completed, 
after considering all other costs which would have'tieen required to complete 
it. ■ • • • " •■ • • • 
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provisions of this paragraph, 

15-350 •! Settlement Expenses t The additional costs that arise as the 
result of termination or cancellation of Government contracts (or subcontracts, 
including purchase orders), for the Convenience of the Government, are alloww 
able. These costs include reasonable costs . of settlement, including account- 
ing, legal, clerical, and other expenses: -reasonably necessary for the pre- 
paration of settlement claims arid isuppor ting data, with respect to the ter- 
minated portion of the contract and for .tha termination and settlement of 
subcontracts ^thereiinder, including expenses incurred for the purpose of 
obtaining payment from the Government but only to the extent reasonably 
necessary for the preparation and presentation of settlement proposals and 
cost evidence in connection therewith. Settlement e^qpenses include reason- 
able; storage, transportation, and other costs incurred for the protection of 
property acquired or produced for the contract or in connection with the dis- 
position of such property. 

15-35P.2 Exclusions . To be excluded from allov/able costs in the event 
of termination are the lollpidng; • 

1» Costs not allocable to the terminated portion of the 
contract (inventory basis) or to the completed and terminated portions 
(total cost basis). 

2# Costs due to unreasonable delay on the part of the 
contractor in con^^lying with the clause of the contract entitled 
"Termination for the Convenience of the Government*" 

3» Costs incurred as the result of purchasing or produc- 
ing facilities, materials, or services in excess of the reasonable 
quantitative requirements ou: the entire contract^ 
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not result in a reasonably accurate assignment of indirect costs to facilities 
contracts* Since indirect costs are those which are incurred for oqmoon 
objectives^ a grouping of objectives and identification of indirect costs 
therewith will furnish guidance as to the assignment of indirect costs to 
the various benefited activities • For example factory accounting and admin- 
istrative costs may properly be allocated to facilities contractsj while, 
generally, depreciation on factors'- production equipment should be excluded. 
Similarly, any indirect cost incurred solely for the benefit or production 
should be excluded where the facilities are constructed or installed by a 
separate service or maintenance department. No selling or d stribution 
expenses (other than engineering expenses incurred in the desigi:i, construction, 
or installation of the facility) will be allocated to the cost of facilities 
involved. General and administrative costs may be allocated only where the 
facilities program represents a significant porition of the contractor's . 
work daring the period. 

required 

(c) The required degree of preciseness/in allocating Indiroct 

costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

a meticulous identification of such costs. However, it is intended to 

furnish some criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable portion of 

indirect costs incurred for the benefit of the contract . Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he also / for sale, indirect costs may be allocated in accordance 
vdth his established practice. In most other cases in which the contractor 
performs the facilities construction himself, the decision to do so will 
have been based upon the fact that he has an already established department . 


1566 

PART h 

Application of Cost Principles 
In Facilities Contracts 

15-Ii00 Scope of Par ti l This part sets forth applications of cost 
principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contracts and under the facilities 

contracts i 
portion of supply /and research contracts • Generally this Part covers only 

contracts 

the allocation of costs to such contracts or facilities portions' of supply/ 
or research contracts. Other Parts of this Ssction provide guidance as to 
allowability of particular items of cost and determinations made under this 
Part should be made in light thereof* 

l^-UlO j}irect Cost * • The cost of purchased facilities, including costs 
of acquisition, delivery and placing into condition for use, is allowable 
at the net purchase or subcontract price* If architect-oral, engineering, 
installation, or other collateral services are performed by the contractor's 
own employees, the direct costs of supplies consumed and labor utilized are 
allowable. Similarly, if buildings or eq\iipment are constructed, manufactured 
or rehabilitated by the contractor, the direct costs thereof are allowable. 

15-It20 Indirect Costs *. 

(a) Wo indirect costs will be allocated to the cost of facilities 
purchased by the contractor on an installed (ready to use) basis* 

(b) Where the contractor constructs the facilities or incurs addi- 
tional costs other than the purchase price of purchased facilities, every 
reasonable effort should be made to direct-cost the items of cost directly 
assignable to the facilities. Special problems of allocation iarise because 
such work done by the contractor is usually different from that done in 
connection with its regular production of goods for sale* Hence the con- 
tractor's usual method of overhead distribution to products for sale may 
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or shop for fulfilling similar requirements of his normal operations. For 

exanple, a facilities contract involving shett metal work might be performed 

by the contractor, if he already has a shop for providing sheet metal items 

if 

required in his regular production processes and/iis normal accounting system 
in connection therewith provides cost data which are reasonably equitable 
in light of the fortgoiiig criteria, such costs will be acceptable. 

(d) The negotiation of predetermined overhead rates is permissible 
(see paragraph 2- ). Where such predetermined overhead rates are used, 
they should be developed in consideration of the principles s^t forth in 
this part. 



FOR DEPiiRTMENT OP DEFENSE USE ONLT 


Draft '29 Sep 1953 


Tim. h 



Application of. Cost Principles (2^^ 
In Facilities Contracts 


l5-liOf Scope of Part # This part sets forth applications of cost 
principles end standards of Part 2 of this Section in connection with 
the determination of costs under facilities contracts and under the^ 
facilities portion of supply and research contracts with commercial 
organizations. Except as modified by coverage in this Part U, the cost 
principles set forth in Part 3 of this Section will be applicable. 

I5*lil0 Direct Cor-ts t The cost of structures and equipment obtained 
by purchase or subcontract is allowable at the purchase or subcontract 
price, including delivery and installation in accordance with the appli- 
cation of principles as set forth in Parts 3 or 6 of this Section as 
appropriate* However, if arehitectui*al; engineering, installation, or 
like services are performed by the contractor's own employees ^ the direct 
costs of stqpplies consumed and labor utilized are allowable # Similarly, 
if buildings or equipment are .constructed or manufactured by the contrac- 
tor, the direct frosts thereof are allowable • 

15-U2# Indirect Costs * 

(a) No indirect, costs idll be allocated to the cost of facilities 
purchased by the contractor on an installed (ready to use) basis* 

(b) Where the contractor constructs the facilities or incirs addi- 
tional costs other than the purchase price of purchased facilities^ 
indirect costs will be allocable to the facilities contract but only 


upon the basis of work actually performed by the contractor* In this 
event, special problems of allocation arise because such work done by 
the contractor is usually different from that done in connection with 
its regular production of goods for salet Hence the contractor's usual 
method of overhead distribution to products for sale may not result in 
a reasonably accurate assignment of indirect costs to facilitti* con- 
tracts • 

(c) iifter all reasonable efforts have been made to direct-cost 
the items of cost directly assignable to the facilities, there is left the 
problem of allocating the remaining indirect costs \*iich have been in- 
curred for joint objectives. Hence, a grouping of objectives and iden- 
tification of indirect costs therewith will furnish guidance as to the 
assignment of indirect costs, to the various benefited activities t For 
example factory accounting and administrative costs may properly be 
allocated to facilities contracts; while, generally, depreciation on 
factory production equipment should be excluded* Similarly, any indirect 
cost incurred solely for the benefit of production should be excluded 
vtiere the facilities are constructed or installed by a separate service 
or maintenance departments^ No selling or distribution expenses (other 
than engineering expenses incurred in the design, construction, or in- 
stallation of the facility) will be allocated to the cost of facllilies 
involved. General and administrative costs may be allocated only where 
the facilities program represents a significant portion of the contractor's 
work during the period* 

(d) The required degree of preciseness of allocation of indirect 
costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

-2- 


a ineticulotis identificatton of such ^dsts. However, It is inteoded to 
furnish some criteria for the alloo^'tlon thereof to facilities contracts 
on the basis that such ecu t racts should bear the allocable portion of 
indirect casts iricurred for the benefit of the contract # Hence, where 
the contractor constructs facilities which PTe generally similar to his 
usual production for sale, indirect costs may be allocated in accordance 
with his established practice* In most other cases in which the contrac- 
tor performs the facilities construction himself, the decision to do so 
will have been based upon the fret thst he has an already established 
department or shop for fulfilling similar requirements of his normal 
operations • For example, a facilities contract involving sheet iTietal 
work might be performed by the contrc'.ctor, if he already has a ehop for 
providing sheet metal items required in his regviLar production procesfies 
and his normal accounting system in connection therewith provideis cbst 
data which are reasonably equitable in light of the foregoing criterie'^, 
such costs will be acceptablet 

(e) The negotiation of predetermined overhead rates is permissible 
(see paragraph 2- Where such predetermined overhead rates are 

\ised, they Fhould be developed in consideration of the principles set 
forth in this part# 
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consistent pattern of costing if the results are to be equitable. In sone 
instances, this principle may be applied by direct costing only the major 
items of a given cost element to all products, leaving minor items, if 
appropriate, subject to indirect cost allocations. 

l5-206 Indirect Costs^ Indirect costs, which have the character of 
coaaon or joint costs, usually consist of indirect materials, indirect 
labor, and other items. These costs generally are grouped in classes, as 
follows: 

(a) Manufacturing (shop, laboratory) expenses (often teraed "manu- 
f: factoring overhead" or "burden"), which are incurred in fabricating the 

article or performing the servtcej 

(b) Engineering expenses to extent not included in (a) or (c)j 

(c) Selling a:xl distribution expenses incurred in marketing the 
products manufactured; 

(d) General and adininistrative expenses incurred in the over-all man- 
agement, supervision, and conduct of the business} 

(e) Financial and other expenses. 

1^-207 ilethods of Allocation of Indirect Costs. Ho general rules re- 
v;-^ garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, because the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed. The metliod of allocation 
# of indirect costs will be acceptable if it is in accord with generalise 
V accepted accounting principles and practices and if it produces equitable 
results under the particular circumstances. (See also paragraphs l5-313*l, 
l5-313t2, 15-320.1 and 15-330.1.) 
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(a) Cash discounts taken. However, if the contractor does not exer- 
cise reasonable precautions in taking advantage^ of . cash discounts available, 
all cash discounts lost may be deducted in: determining allowable costs; 

(b) Trade discounts, rebates, refunds, and allowances on material 
purchased} 

: (c) Credits for scrap and salvage and materials returned to vendors j 
. (d) Credits arising. from differences between book and physical inven- 
tories. . ' 
•15->311#2 ■ Pricing t . 

(a) In determining, historical costs, anj'- . generally recognized method 
of pricing materials issued from stock may be eirroloyed for determixiing actual 
.cost, provided it has been: consistently, used by the^conti^actor, is.. acceptable 

for internal revenue purppsQS, and does not discriminate against the. 
Government. • When materials.; in inventory at the coramencfinent date of a ■ 
Government contract .have ;;a provable ri^placement .cost significantly different 
from book , cost, either l^-he contractor or the Government may elect to use 
such replacement cost in lieu, of .^b^ in pricing .materials issued .from 

sucfe .inYentary#. However, such election including identification of the types 
or- kinds of materials involved should be: made at the time i the contract is 
entered into .and provided for in the-.contract* When materials iare purchased 
apecificaljy for and identifiable solely with ^performance under acontractf 
the actual pTirchase cost thereof should be changed to the contract. Costs 
of subcontracts for components should be deterndned ; s mildly; ^prpyided that, 
when, subcontracts are performed .under qont^^ pricing arrangements .other., 
than firm fixed prices, the negptiation of prices .or determination of : costs 
shall conform to this section so far as considerations of costs are concerned. 

(b) For purposes of estimating material cost, either current market 
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PART 3 - APPLICATIONS OF COST PRINCIPLES TO SUPPLY CONTRACTS * 
AND RESEARCH AM) DEVELOPMET-tT CONTRACTS WITK COI£ffiRCI/iL 

ORGAIvTIZATIONS 

15-300 Scope of Part ^ This part states, in some detail, applica- 
tions of the general cost principles and standards set forth in Part 2 of 
this Section to supply contracts and research and development contracts 
with comiuercial organizations* It is ^practicable and Unnecessary to 
cover every element of cost or possible situation that might arise in a 
particular case. However, when tiiis part does not fxJrnish specific guidance, 
the philosophy expressed or mplied in. the:. principles and standards com-, 
prising Part 2 of this Section and the more detailed discussions of similar 
or related items in this Part 3 should be followed. 

15-310 Manufacturing Costs ; 

15-311 Materials . The net costs of materials (including components), 
both direct >%nd indirect., used or consumfed in performance of Government con- 
tracts are allowable on the basis, hereinafter outlined. Cost may include 
such collateral items as transportation, insurance, purchasing, receiving, 
storage, warehousing and adjustments of inventory accounts 'reasonably re- 
lated to the period of contract perfoxiTiahce resulting from variations at 
cost between book and physical inventories. (See paragraph 15-311.2 for 
basis of materials pricing.) If the cost of collateral items is included in 
material costs, no additional allowance thbref or may be made in the determina- 
tion of manufacturing burden. If such items are not included in material 
costs, they are properly included in overhead. 

15-311.1 Material Credits . In establishing naterial cost, effect 
shall be given, as appropriate, directly^ or indirectly as a reduction of 
total manufacturing costs, to such items as: 
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^(iii) The prices of other .suppliers for the same or sub- 
stantially similar items can be established through quotations, 
correspondence, or by other meians* 

/*(2) In case the transferor is a separate corporation or 
partnership in which nonaffiliated parties hold a minority. interest of 
10 percent or more, a reasonable margin of profit on such saleS in 
recognition of the minority interest may be pemitted by agreement riot-i- 
withstandJ-ng inability to determine market prices In accordance with 
paragraph (1) above* 

/*(3) Under special circumstances, inter-company or inter- 
divisional sales or transfers may be priced tp include a prof it to the 
transferor ^en no evidence exists as to market prices, provided, in 
the opinion of the contracting officer., the, total, price paid by the 
" Government for work performed under the. contract .of . the transferee 
is not increased by such pricing procedures^ ; This departure from the 
basis of pricing such sales or transfers at market prices detemined 
in accordance with paragraph (1) above :Or cost to the transferor 
should be authorized only where all of the: .fpllpwing' circumstances 
exists ■ ^ - • v • 

/"(i) The management of the, transferring unit is- signifi- 
cantly independent (though not necessarily autonomous) of the 
acqu3-ring unitj . . 

/"(ii) It is the contractor's long established practice to 
price inter-company transfers at other than cost and to apply 
such practice to transfers of commercial work as wellj 

^(iii) Routing of work through the integrated unit is not 
affected by departure from tiie cost basis with consequent in- 
crease in total actual production costs of the work* 


prices or anticipated acquisition cost may be used, but the basis of pricing 
must be disclosed. In order to avoid the allowance of contingencies in 
firm f^n^ard pricing actions in ^ich the- anticipated replacement cost may be 
expected to be substantially greater than current market, materials escalation 
provisions may be made a part of the contract ♦ However, situations involving 
changes in material costs which are reasonably certain and determinable, or 
relatively minor in amount, may warrant recognition being given thereto in 
making estimates, 

^c) In cases in which a contractor has integrated operations invol^/ing 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor company or divi- 
sion under appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts' in determining the profit 
or fee for work performed under the contract of the transferee. In other 
cases, where the conditions outlined below do. not exist, inter-pcompany or 
inter-divisional Sales or transfers of materials shall be stated at cost 
to the transferor for purposes of contract pricing of the transferee* 

/"(I) When inter-company or inter-divisional sales or transfers 
of materials are priced in excess of cost, tliey shall be priced^ inso- 
far as possible, upon the basis of the lowest market price detefmined 
in consideration of the following: 

/"(i) The price is the transferor's lowest sa^es price to 
nonaffiliated customers for the same or a similar item, quantity 
and quality considered; 

/"(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or trade publica- 
tions; 
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the basic salary or wage and all fringe benefits vjill be considered in 
determining the reasonableness of the earnings of an individual in rela* 
tion to services rendered. Direct labor cost consists of salaries and 
wages identified specifically with the performance of a contract, job, or 
product. Labor services utilized for joint objectives may be treated as 
indirect costs if specific identification is impractical or uneconomical 
and the results of allocation are equitable^ 

(b) In determining historical costs, labor will generally be charged 
at actual rates paid by the contractor* However, if it is the contractor's 
consistent practice to charge for performance of groups of 


/ 



/ 
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Determination of the foregoing facts in any case may require sub- 
mission of cost data of the transferor ^7 

(c) Inter-comparigr or inter-divisional sales or transfers of ma- 
terials shall ordinarily be stated on the basis of cost to the trans- 
feror. However, \inder some circumstances, departure from the cost basis 
may be appropriate but such departure is permissible only if specifically 
authorized hy the contracting officer^ Exaroples of circumstances which 
may justify departure from the cost basis are as follows: 
' (1) Cases where the transferor is an affiliated or subsidiary 

corporation in which non-affiliated "parties hold a minority interest 
of 10 percent or more, 

(2) Transactions involving items regularly manufactured and 
^ •* sold by the contractor through commercial channels. In these cases, 
however, the price must not exceed the lower of (i) the ti^ansferor's 
sales price to its most favored customer for the same or a similar 
item, quantity and quality considered, or (ii) the prices of other 
suppliers for the sarfie. or substantially similar items. 
Departures pursuant to the foregoing, should be authorized at the time 
contract is entered into, should include identification of the types or 
kinds of materials involved and the names of the suppliers, and should 
be provided for in the contractt Also in such event where such sales or 
transfers are authorized they shall be treated as subcontracts in 
negotiating the profit or fee for work performed vinder the contract of 
the transferee, 
15-312 Labor ; 

(a) The cost of obtaining the services of ary individual includes the 
base salary or wage, plus the cost of all fringe benefits. Therefore, both 
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(a) Each class of. condensation is preferably to be accrued as a 
cost over tiie period in which it is earned; 

(b) Tilhere it is the contractor's established practice to record the 
costs at tiie time of pajTient, such practice may be acceptable. This is 
the most commonly used method of accounting for "fringe benefits/' but 
its use mi-ht result in inequities in some cases. For example, if a 
Government contract was performed over the summer months during which 
most of the contractor's employees took . vacations or military leaves 
recbjjnition of the cost r.t time of payment: would be inequitable to the 
Government. On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to the 
contractor's commercial woric rems'.ined stable, this method might be equitable. 

(c) -Jhen the costs of an;>: of the elements of fringe benefits are 
greater or lesser m.th respect to defense business as conpared m.th non- 
defense business, such costs should be allocated; so -far as feasible and 
appropriate, between the two classes- of business ^bef. ore f^^ alloca- 
tion of such costs to individual contracts or products. If this method 

of cost allocation is used, it shoiid b-e iised consistently for all elements 
of fringe benefits having a different: cost relationship of defense business 
as compared ^'dth nondefense business. .. 

(d) It may be practicable' to negotiate an- equitable rate for fringe 
benefits based upon experience for a representative period in lieu of 
individual consideration for each item.- Changed conditiohs and circum- 
stances would have to be considered in. maldng such - a determination. The 
experience rate would then be applied to the. more direct labor dosts to 
determine the allowable costs. The use of such rate should be' subject 
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labor at an average rate, or to use standard labor rates, with consequent 
savings in clerical expense or in?)rovenent in labor control, such methods 
may be used, provided labor groupings, and the adjustment for cost vari- 
ances result in a reasonably accurate assessment of total charges. 

(c) Wien labor costs are required f or malcing cost estimates, the 
use of standard labor rates and standard time allowances (appropriately . 
adjusted for experience variances) or reliable engineering estimates is 
acceptable,- Ordinarily the use of wage rates higher than current going- 
rates TrvTill not be permitted for .estimating purposes • In order to avoid 
substantial allov7ances for labor rate contingencies, labor escalation clauses 
may be utilized in fixed-price type contracts. " However, situations involv- 
in;; increases in wage rates x^iich are. reasonably certain and determinable 
or relatively ininpr in amount riiaj'" warrant recognition being given thereto 
in making estimates. 

15 -312 . 1 Fringe Benef its --p- Vacations 3 Holidays, Sick Leave, I^iil i tary 
Leave, and Employee Ins ^.i rance . .Compensation of these types is allowable 
to the extent that, in each individual case., it is required by (i) law, 
(ii) employer-enployee agreeii^nt, (iiij .established policy that consti- 
tutes, in effect, an implicit agreement on the contractor's part, or (iv) 
circumstances of the. particular employment . 

Tlie cost of "fringe benefits" is part of the cost of the work per- 
formed by the employee vhlle on the job^ and . must be considei^ed as having 
a direct relationship to such work*: However, in recognition of the dif- 
ferent accounting treatments accorded, fringe benefits by different con- 
tractors, the cost thereof may be allocated to Government contracts on 
any of the following bases, provided equitable results are achieved: 


unreasonable or othenirise unalloT^aTjle irnder this paragraph^ and are 
allocable to all classes of \>rorlc. Costs of such plans established by 
nonprofit or other organizations not subject to pajniient of Federal income 
taxes arc also allowable epccept to the extent determined to be unreasonable 
or othenfise unallowable under this paragraph, and are allocable to all 
classes of i*7ork, - • 

(b) Pension or retirement plans of a contractor vrhich are subject 
to approval of the . Bureau of Internal iievenue must have been so approved 
before costs under the plans may be allovred as charges under defense, con- 
tracts, feny plans of nonprofit or other tax exenpt organizations are 
also reviewed and approved by the Bureau of Internal iievenue - when not so 
reviewed and approved, each such plan '.d.11 be reviewed, and approved or 
disapproved, by the Department to which audit cognizance is assigned, 
using, insofar as applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of Internal Revenue, In 
any case where the Bureau of Internal Revenue withdraws approval of a 
plan, approval of amoimts allocated to contract costs or estimates Td.ll 

be withdrawn accordingly • 

(c) The approval of a pension or retirement plan by the Bureau of 
Internal Revenue viill generally be the only approval required by the 
Departments J however, the ri^ht is reserved to require submission of 
any such plan for consideration by a Department and to disapprove such 
plan in its entirety or any feature thereof vjhenever the circumstances 
in a particular case are deemed to warrant such action. Such considera- 
tion will be the responsibility of the Department to which audit cognizance 
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to revision in light of changed conditions ♦ 

l5-312*2 Fringe Benefits - Bonuse s, Bonuses to employees, such as 
production incentives and suggestion or safety awards > represent a part 
of their total compensation and are an allowable cost under Government 
contracts when appropriately allocated to all classes of work, if they 
are: (l) reasonable in amount^ (2) paid in connection with an estab- 
lished plan which was in effect before the avrard of the Government con- 
tract under consideration, and the plan is consistently followed by the. 
contractor, (3) paid for current services rendered by the employee, 
(h) available to all employees of the contractor, or to all employees 
within a group or salar^r classification, provided such group or salary 
classification is not unreasonably restricted, and (5) represented by 
current expenditm-es of funds rather than by accrual of expenses or 
issuance of stock. 

Bonuses will. not be allowed as a cost on Government contracts uhen 
they arc contingent upon profits and constitute a distribution of profit 
rather than reasonable coit^jensation for services. Bonuses will not be 
allowed when they are restricted to officer or other employee stock- 
holders or are distributed in relation to stockholdings, 

15-312.3 Fringe Benefits - Pension and Retircanent Pla ns > 

(a) The costs of pension and retirement plans, including reasonable 
incidental benefits, such as disability, withdrawal, insurance or sur- 
vivorship allowances which are dediictible from taxable income in accord- 
aixe with the Internal Revenue Code and the regulations of the Bureau of 

Intemal Revenue, are allowable except to the extent determined to be 
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(h) Credits which arise from various sources, such as dividends 
and cancellation of employee benefits, which have not vested at the time 
of terriiination of their eiiroloyr.;ent, must be taken into account in an 
equitable manner in arriving at pension and retirement costs. Special 
provision for these credits is usually necessary vhon the contractor's 
organisation has substantiallj'- expanded for the performancb of 'defense 
contracts and there is reasonable, e^cctation that the" employment of a 
large number of the additional ei.iployees will be tennina ted upon curtail- 
ment of defense work. Under these circumstances, it will be expected that 
an arrangement will be made T-jiiich iri.ll result, as nearly as may be prac- 
ticable, in the Government's receiving the benefit of these cr^edits to 
the same extent as it originally participated in the related costs. There 
arc two general methods which may be used, individually or in combimtion, 
in malcing such •arrangements : 

(i) A lump sum or percentage discount (of current pension cost) 
allowance negotiated and agreed upon in advance. Determination of 

= such allowance is not often an actuarial problem involving a calcula- 
tion basbd upon kno\m factors, but rather is an attempt to reach a 
negotiated agreement as to various uncertain or variable factors in 
a con^^lex situation. Mass lay-off of employees Tiiich may result in 
the incurrence of severance payments costs should generally lead to 
a reduction in pension costs through an increase in pension credits. 

(ii) A retrospective deteri.iination at some time in the future when 
• a more accurate estimate can be made by virtue of esqjerience which 

may have developed. Until such deterr/iination, current costs may be 
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is assigned, and the subsequent action taken by that Department vjill 
generally be accepted by the otxher Departments^ 

(d) Approval of a pension or retirement plan by the Bureau of 
Internal Revenue or by the Departments does not inply that the cost thereof 
for any particular year \ri.ll be allowable for apportionment to contract 
costs or estimates, except to the extent costs for that year meet all 
otiier requirements of the Bureau of Internal iie venue as a deduction for 
income tax purposes, and are allowable under the provisions of this para- 
graph and the other provisions of this section. 

(e) Pension and retirement costs constitute a part of the total 
coniponsation by a contractor to any individual covered by the plan, and 
accordingly arc subject to the provisions of this section i^Tith respect 
to reasonableness of the total corqpensation paid to the individual for 
the services rendered (see AS?R 15-312 and ASPR 15-330,2) • 

(f) VJhcre contributions to pension or retirement plan^ are based 
on profits, providing that provisions of the Internal Revenue Code and 
regul.?,tions of the Bureau of Internal Revenue have been met, the amount 
allowable for apportionment to contracts in any one year shall be the 
amount contributed to the pension trij.st(s; for that year, but not to 
exceed 15 percent of the total compensation otherwise paid or accrued 
in that year to the individuals covered under the plan(s). 

(g) The allowability of costs of lump sum purchases of annuities 
or of periodic cash payments made to provide pension or retirement bene- 
fits for retiring or retired employees, other than incurred under approved 
pension or retirement plans, ^/ill be subject to consideration on an indiv- 
idual case basis. 


sentative past period. In determining historical costs, such recvirring 
nominal severance pajnnents actually made are allowable* Where the Contrac- 
tor provides for accruals of severance payments in lieu of recording the 
cost thereof at the time of payment, such. method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made over 
a representative past period* Generally, the cost of severance payments 
made during the performance of defense contracts should be allocated to all 
classes of work being performed at the time of payment since it is a reduc- 
tion of total work which causes the severance* The following paragraphs are 
devoted to the treatment of severance payments anticipated tof be necessaiy 
upon the completion or termination of defense production* 

(b) iiass severances * 

(1) Fixed-price type contracts* The considerable uncertainty 
as to "Whether mass severance payments will ever , have to be made is 
such that no consideration will be given thereto in making cost 
estimates or in determining historical costs* This risk is one wliich 
the contractor must assume and for which he is compensated in the 
profit* However, where, because of termination of the contract for 
convenience of the Government, the Contractor does not have the op- 
portunity to earn the profit contemplated by the contracting parties 
at the inception of the contract, costs of severance payments 
actually made and. which are allocable to the terminated contract 
are allowable* In allocating costs to the terriiinated contract (s) 
the costs shall be assigned to the period in which the severance pay 
was actually earned and apportioned to all business of the Contractor 
performed during that period* The cost apportioned to the period of 
of production of the terminated contract (s) should then be allocated 
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allowed provided an appropriate contractual arrangement can be agreed 
upon iniicii reserves the Government's right to these credits. Such re- 
capture provisions will vary in the extent and duration of application 
anc- time of dctemiination* ?or example, such provisions msy be contract- 
xjidc or contractor-wide and the deterr.unation ma^/ be made at termination 
of a defense contract or defense contracts, at mass lay-off of con- 
trrxtor's enployees or at the time of substantial decline in proportion 
of contractor total sales under defense contracts. 
15-312 til Fringe Benefits Severance Pay . The cost of severance pay 
will be considered oal.y. to the extent that, in each individual case, it 
is required by (i) law, (iij employer-employee agreement, (iii) established 
policy that constitutes, in effect, an implicit agreement on the contractor' 
part, or (iv) circumstances of the particular employment., ..Theoretically, 
the right tp^ severance pay is eatned during the entire period of employ- 
ment of the indivual or,- when based 'upon specified years of service^ is 
earned during those years. - In theory, the cost of severance payments should 
bo recorded in the contrSictor's accounts during 'the periods in which the 
employee earned the right to such payments. However, few contractors accrue 
severance payments because (1) the elci'ical c-xpcnso involved in identifying 
and recording the cost for each employee is riot justifiedj and (2) there 
is considerable doubt that anj^' substantial' payments will have to -be made 
since payment is solely contingent upbn future events. 

(a) Recurring^ nominal severance payrientS t The cost of severance 
payments arising from regular employee severances as distinpt frara liiass 
layoffs majr be included in cost estimates only to the extent that such 
estiiiiates are based upon severance payraents actually made over a repre- 
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15-312«5 Fringe Benefits >^ Preiaium Payments for Overtime and Extra^ 
Sliift Work# Costs of this nature consist of only the premium portion of 
overtime and extr^-shift: payments or accruals to employees > not the straight- 
time portion^ Thus, if the rate for overtime vork is time-and-one«half of 
the regular rate, the premium portion is the additional one-half t Similarly^ 
if the wage rate for a second shift is twenty cents an hour above the regvdar 
rate, this additional amount is the premium. 

Overtime and shift premiums are .all9wable if authorized or approved pur- 
suant to the reqiairements of paragraph 12-102« 

Such premiums may be classified as either direct or indirect labor cost, 
but overtime premiums should be separately stated in either event. When 
treated as direct labor cost, overtime premiuias shoiild not be included in 
the base for distribution of overhead. The amount of overtime and shift 
premium cost charged on Government contracts shall not be disproportionate 
to the amount of such costs charged on non-Governiftent work being concurrently 
performed in tlie contractor i^s plant. 

1$-*312.6 Fringe Benefits — Unclaimed Wages . Costs under cost-reim- 
bursement type contracts should reflect accredit for unclaimed wages based 
upon agreement as to the amount thereof reasonably expected not to be paid 
subsequent to the date of completLon or settlement. In this event^ all 
unclaimed wage liability rests with the contractor^ When such an agreement 
cannot be reached, the Government will assume liability for payment of 
unclaimed wages and eliminate all allowances therefor from reimbursement to 
the contractor. 
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between :the terminated contract(s) and all other business of the 
Contractor • If , the termination Claim- is- total cost 
-feasis^ tJie.?aaount so allocated is properly aHd*abl6^ If the claim 
i^^ prepaaned on the inventory basis, the amount 

termiiia ted. contract mst be further subdB-videy; 'between that portion 
of production billed as completed imits ^^d the p^ to.be .inven- . 
toriedt Only the severance pay costs applicable to the latter portion 
is includible in the termination ciaim« 

(2) Cost-reimbursement type .contracts. Mass severance pay costs 
will not be considered in the evaluation of cost estimates} nor will 
any allowance be niade on an estimated basis in determining historical 
costs* Likewise/ :th6- contingency of severance payments will not be 
considered to bfe a; ri^sk"' assumed by the contractor in determining the 
fee since the CroVei^ent assumes . the risk. The cost of severance 
payments actually made upon cessation^ of Government work where there 
is no reasonable prospect of continuing employment on other work of 
the Contractoir are allowable allowable cost shall be determined 

by assigning the total cost to the period in which the severance pay 
was actually earned and apportioning such cost to cost-reimbursem;ent 
type contracts and all other business, of the contractor performed 
during that period** 

A reservation in the final release of claims (see ASPR 
may be made in the case of completed cost-reimbursement type contracts 
where it is reasonable to assume that severance payments allocable 
to the contract will have to be made at some future date* 
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15-313 Other Manufacturing Expenses ; 

15-313*1.. Alloffati on of : Indirect Manufacturing Expenses > Among the 
acceptable bases,^ depending upon circunstances, for allocating indirect man- 
ufacturing expenses aire direct^labor-cost, direct-labor-hburs^ machine-hours, 
and units processed* In mor^ complex manufacturing plants j it is appro- 
priate to departmentaUze the plant for purposes of accounting for manufac- 
turing expenses when aiiy ^ven ign? Is concentrated 

in departraents haying a much higher- or lower expense- -rate than the aTerar;e» 
Expense departmentalization, is desirable in larger and more complex 
plants for purposes of .expense .budgeting aM' control by the responsible 
foreman^ regardless of the. need for a more refined method of expense alio- 
cation* . When manufacturing expenses .are* departmentalized, it is necessary 
to charge service-department expenses (such as the power plant) and factory 
general expenses (such .as taxes, insurance^ etc*) to the productive depart- 
ments on appropriate bases before aillocating the respective productive 
department expenses to prcKiucts ( or' parts thereof) or to contracts or job 
orders for product^* Appropriate bases should be selected for service- 
department and other, expense distributions to produdtive departments - etg*, 
kilowatts of connected power load or metered power consumption, in the case 
of electric power* 

Direct-labor-hours may be preferable for use as a basis for distribu- 
tion, of indirect manufacturing expenses whien, for example, wa:ge rates vary 
widely within a given cost center or department* VJhen direct-labor dollars 
expended fairly reflect machine effort, as well as labor effort, in any pro- 
ductive department, it is most simple, as well as appropriate, to use that 
basis of expense allocation in preference to a direct-labor-hoxir or machine- 
hour basis* When there is much automatic or semiautomatic machinery in a 
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productive department, the Use of ; inac^Hine-hoxir-rate is generally more appro- 
priate for expense allocation* The' txid-ts^processedf-basis of allocation is 
generally appropriate when* a given prbductiye departtaent processes only one 
item, or the several items ai*e " s6 -similiar as itO: be susceptible to meas\u?e- 
ment of iinits processed in terms of a common , denominator — e#g»,- steel 
sheets of various gauges processed through a rolling mill* 

15-313#2 Allocation of Enkiheering Expenses ^ Engineering expenses are 
included in such items as the cost of produci/ <i?sign, tool design, expert^ 
mental development, manufacturing and production. development, lay-out of 
production lines, deteinidnation of machine metrhpds and related blueprinting 
and drafting* The principle* of (arect costing ^se.e paragraph 15-211) would 
indicate the desirability of charging directly < to the benefited activities 
(such as production, facilities, and research and development) all engineer- 
ing costs which can be directly Identified, with s^ch activities* Only a 
relatively minor amount of engineering costs, (consisting chiefly of engineer- 
ing administrative expenses) should remain to be allocated to the activities 
on an indirect basis* All engineering. costs, charged directly or allocated 
should in turn be assigned to products, product .lines, job orders, contracts, 
etc* For fiirther treatment of the costing of research and development, 
special tooling, manufacturing and production engineering and preproduction 
expenses, eoe paragraphs l5-313#7, l5-313#10, l5-313#ll and l5-3i3#12; 
facilities contracts are included in Part h of this Section* 

15«313*3 Depreciation * 

(a) Depreciation accounting is a system, of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if ary), over their estimated useful life in a systematic and rational man- 
ner* It is a process of allocation, not of valuation* Depreciation for the 
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generally be deterriiined by groups of facilities for which the factors bear- 
ing on estimated useful life are similar^ The amount of depreciation written 
off in any fiscal period may vary with volume of production or be increased 
.for multishift operation, provided the method followed is consistent with 
basic objective set forth in subparagraph (b) above# Special methods have 
been established for determining depreciation on -emergency facilities cov- 
ered by Certificates of Necessity by a special directive set forth in an 
appendix of this Section. 

(d) Depreciation should be bs^ed upon original cost. of the facilities, 

whether measured by purchase agreement for a cash consideration, the fair 

• ■ ».,.■••'"■■• 

value of securities issued in exchange, or siiiiilar appropriate measures, 
^^though it is permissible tliat such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practifee 'will be followed consistently 
in the future and also provided that otherx-Tise the charge is riiade at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view' of the estimated useful life of 
the facilities* In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in the depreciation charge for the cujrreat year. No other basis 
of determining appreciation in value of f acilitieis may be utilized in de- 
teniiining depreciation for purposes of contract costs j for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
is applicable^/ 


year is the portion of the total charge under such a system that is allocated 
to the year # Depreciation on a contractor's plant^ equipment and other capi- 
tal facilities is an allowable element' of contract cost^ usually of an in- 
direct nature. ' . 

(b) Useful life, Ss above referred to, has reference to the prospec- 
tive period of economic usefulness iri the particular contractor's operations 
as distinguished from physical life. In establishing estir.iated useful life, 
consideration should be given to all of the factors of wear and tear, obso- 
lescence (both economic and technological), and inadequacy, which are common 
to the depreciation problem. ' Of these factors, obsolescence is most often 
the' limiting or controlHng" bnei Obsolescence of facilities, from the 
standpoint of economic utility, is always a prospect or contingency to be . . 
anticipated (differing only in degree, in each instance) with respect to ' 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant arid equipment. Costs of depreciation and maintenance ar^e 
mutually related. Wear arid ti^ar may be increased by lack of maintenance or 
may be made good by maintenance" (often indefinitely, so long as it is eco- 
nor«iical to do so arid provided bbsolesocnce or inadequacy has not become 
preeminent). Hence, estiriaites Of useful life of facilities in each case 
should take into consideration the' actual r.iaintenance policy in effect. 

(c) Deprcciatibn may "be determined by application of any one of the 
generally accepted methods j hox^ever, the selected method and rate of depre- 
ciation used should, iri the absence of compelling reasons to the contrary, 
consistently be applied froia year to year. Generally, however, deprecia- 
tion is too intangible to warrant meticulous computations by /application 
of rates by individual items of plant and equipment, although such compu^ 
tations are frequent and will be recognized. Hence, depreciation will 


l5-313«U Repairs »nd Mainte]iancje » Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment irtiich, aQcording to generally accepted accounting 
principles, should he capitalized and made the subject of depreciation. 
There is, of course, a twilight, zone between repairs or maintenance and 
capital e3^enditures within which 9- contractor should be- piermitted' to 
operate upon the basis of his established accounting practice, if the 
results are equitable, Po^ exainple, .certain major costs of building 
alterations and rebuilding. or 
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(e) No deyreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully .depreciated but still in 
use when a sut*stantial portion of such depreciation was on a basis that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or sub contracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may compute normal depreciation on the 
cost of jjacilities in use without reference to previous depreciation pro- 
visionsit However, if the amo\xnt of depreciation allowed on fully depreciated 
assets is material, this might be evidence of the application of excessive 
depreciation rates to assets not fully depreciated^ If excessive rates are 
used, total depreciation claimed should be reduced so as to reflect the 
application of more equitable rates ♦ Fully depreciated facilities will be 
determined on the basis of relating original cost to accumulated depreciation 
on such cost, Regardless of whether there is an adjustment of ciirrent depre- 
ciation charges based upon adjusting the cost of facilities to current price 
levels»7 

(f ) No depreciation may be allowed on facilities which are not in use, 
except such facilities as are held for reasonable production standby pur- 
poses and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production, 

(g) Biere are several methods of accounting for small tools and ex- 
pendable equipment, if in accord with generally accepted accounting princi- 
ples, any method consistently applied by the contractor will be acceptable; 
provided, however, that allowances for such items are recognized to repre- 
sent depreciation allowances for the use of the items^ Where acquisition 
costs are not capitalized, particular attention should be given to the 
residual value of such items upon completion or termination of the contract^ 


tractor, an additional cost allowance may be made in determining costs of 
the terminated contracts for the purpose of contract settlement, provided 
such facilities are transferred to the Government, if so desired, or an 
equitable adjustment is made in favor of the Government in reco,c^nition of 
any resale or salvage value estimated for such f acilities* 

15-313 #6 Rentals of Plant and Bquipment t Rentals of plant or equipment 
are allowable if reasonably required for the performance of the contract and 
if bona fide and reasonable as to rate and duration* Special care should be 
exercised in determining reasonableness of rentals in cases in which rates 
were arrived at as a result of less than arm^s length bargaining. Rental 
costs may not be bona fide under the follo^ang circumstances t 

(a) Rentals paid to persons, including corporations, affiliated 
with the contractor* 

(b) Rentals paid to unaffiliated persons, including corporations, 
upon property formerly ovjned by the contractor when such property was 
fully depreciated or substantially fully depreciated before sale or 
transfer and Government contracts absorbed a significant portion of 
such depreciation^ In either case (a) or (b), rentals will be limited 
to a reasonable amount of depreciation, as might be determined if the 
property were owned by the contractor, plus carrying costs which are 
not paid by the contractor .under the terms of the lease, including 
maintenance, taxes, and insurance (but not interest on the investment)^ 
15-313#.7 Preparatory Costs * Preparatory costs or expenses, also 

known as ^make-ready costs", are costs specially incurred in preparing to 
operate under a specific contract or contracts* They include costs of 
organization and planning, eitployee recruitment and training, engineering 
and development (including product design, product specifications, and 
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rehabilitating machinery and oquipmont may reasonably be treated in some 
instances as either repairs and maintenance expenses or capital expenditures, 
depending in part upon the contractor's. established policy^ In making 
decisions vjith respect to the alternative accounting treatment of these itemis,' 
consideration should be given to the materiality of the amounts involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government^ In the latter cMe^f ©^"^ntract - ; . 
pricing purposes, the cost generally should be considered to be of a capital 
nature and the subject of depreciatiori. In those instances where it may be 
appropriate to charge the cost of extraordinary rehabilitation to expense, 
special care shoiild be taken in equitably allocating the costs to all the 
benefited classes of work (see 15-313.7 "Preparatory Costs")* Repairs 
and maintenance costs on facilities which are not in use will not be 
allowed, except on individual it^fas of macfhinery.. and equipment (as distinct 
from entire plants or significant portions ..thereof ) held for reasonable 
standby purposes • Repairs and rrtaintenance on additional plant capacity 
reserved for defense production .vdli: be ,.allp^^^^ if specifically provided 

by contractual agreement. *■ '? . i ■ \ 

15-313.5 Profits or Losses on Disposition of Plant and Equipment s In. 
determining contract costs, no recognition will be given to profits or losses 
on disposition of plant and equipment. for reason that depreciation reason^ 
ably deterrained, providers the' exclusive , charge for the cost of using a 
contractor's facilities. However, when a. contractor has capitalized special 
purpose facilities acquired solely for. performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
changes or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con^ 


1537 • 

Initial production costs may consist of the excessive portion of mater- 
ial costs incurred in the early stages of production, on contracts requiring 
new products or greatly increased. production, as the result of abnormal 
quantities of materials used .or abnormal scrap losses. Initial costs may 
also consist of the excessive portion of direct-labor costs, plus a proper per- 
tion oi' the related overhead,,. incurred in the early stages of production due 
to such causes as excessiye def ective . work resulting from inexperienced labor, 
idle time and subnormal production occasioned by testing and changing methods 
of processing, and cost, of training. employees. The justification for such 
special costs depends upon .their? -nature and causes', and not merely upon the 
fact that total production costs are high. 

After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome, unit cost will usually tend 
• to .level off, thereby eyidcncing ithe end df the initial period of production 
but not necessarily representing the. loi^st unit cost eventaulOy attainable 
during the operation of .the entire -contract; If, however, these costs con- 
tinue abnormaxly high. af^«r a contractor'- has been allotted a reasonable length 
of time in which to learn how... to miske ' a • product efficiently, the excessive 
costs may not properly bo allowable for purposes of estimating under cost 
reimbursement type contracts, or estimating for 'formal pricing purposes in 
fixed price type contracts, and. should receive special consideration in 
determining historical co, ts under existing contracts, or in establishing 
costs under terminated contract. .eettlan^gjt^;* -'■ --• 

/I5-313,9. .ReconvdrSion Expenses , Reconversion ia^^onses are those con- 
nected, iilth restoration 'oif facilities to approximately the same physical """ 
arrangement and condition they were in immediately prior to lihe beginning 
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plannLng of production processes and laj'-out) and plant alternatj,on and re- 
an^angGTient. Preparatory costs do not include initial production (starting 
load) costs Tidiich are treated in paragraph 15-313*8, or manufacturing and 
production engineering which is treated in paragraph 15-313»11 or special 
tooling which is treated in paragraph 15-313#10# 

Preparatory costs^ when incurred for the exclusive benefit of Government 
production^ are allocable directly or indirectly to the contracts benefiting 
from such costs • v^hen preparatory costs benefit other classes of work as 
well as Government work, an equitable allocation to all benefited classes of 
work is proper* 

Preparatory costs (sometimes called "Anticipatory Costs") may have been 
incurred prior to the award of a definitive contract, Tiie amounts of such 
costs^ for purposes of contract cost allox^rances, are subject to approval of 
contracting officers based upon advance understandings or upon subsequent 
negotiation* In such case a specific provision limiting the amount, types 
and period of pre-award prepar*atory costs should be incorporated in any 
definitive contract* Similarly, it is desirable that prior approval of 
the contracting officer be obtained in the event that unusual charges of 
this type are to be incurred during the life of the contract. However, the 
absence of such provision or approval will not preclude consideration of the 
costs in subsequent price negotiations or determinations under such contracts* 

15-313»8 Initial f^roduction Costs » Initial Production Costs, also 
known as "starting-load costs", are non^reciirring costs that arise in the 
early stages of production because of the contractor's, unfamiliarity or lack 
of experience with the particiilar materials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs" 
or e3q)enses (also known as "make-reacfy costs" )# 
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stances meeting the above conditionSjj7 

15-313«9 Recoriversion Costs ^ Reconversion costs are those incurred 
in the restoration of facilities to approximately the same physical arrange- 
ment and condition they were in immediately prior to the beginning of defense 
work^ and includes the cost of removal of Gov emmenfc property. Reconversion 
costs, except for the removal of Government property, are incurred for the 
benefit of future production,, and as such are properly chargeable against 
such production. Except for the costs of removing Government properly, and 
the restoration and rehabilitation costs caused by such removal and specifi- 
cally provided for in the contract, reconversion costs are not allowable. 

15-313*10 Special Tooling . The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to. the production of the particular supplies or 
the performance of the particular services for which acq\iired or furnished* 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment* 

The cost of special tooling, when acquire.d for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at tlie time of acquisition, is allocable to the specific Government con- 
tract(s)* The cost of any special tooling which is useful under both 
Government contracts and commercial work will be subject to allocation 
between them. No part of the cost of tooling which is special to commercial 
work only xd.ri be allocated to Government work. The cost of npn-special 
tooling is not subject to direct allocation, but is subject to depreciation, 
which is treated elsewhere in this Part, except that in the production of 
standard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation. 


1538 

of defense work,< including the removal of --Government property. In many 
cases, reconversion costs,, except for the removal of Government property- 
are 'incurred for the benefit of futxire production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where eai of the circumstances outlined bolow exist, reconversion 
costs may be recognized through specific contractual provision^ 

^a) There must have been a major alteration or rearrangement of faci- 
lities at the inception of defense work for the sole purpose of performance 
of defense contracts, or facilities wore nex^yly acquired buildings in which 
Govei^nmeht machinery and equipment has been installed. In the latter case, 
only the cost of removing Government property is to..b,e...considered# 

^) Ihe necessity of reconversion of facilities to approximately the 
same physic aa arrangement and condition they were in immediately prior to 
th'e' beginning of defense work and the costs thereof must be reasonably 
certain and determinable. 

^c) There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or re arrangement « 

/Xd) Neither the partictilar contract nor any other contract contains 
an allowance for the use of facilities which would condensate the contract 
tor for reconversion expenses • . 

Reconversion costs shall be alloi^ed only in pricing those fixed price 
contracts in existence or actually being negotiated at the time the costs 
of conversion were incurred. In the event of subsequent conversions or 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in corit-reimbursement • '•ype contracts to 
compensate the contractor for actual reconversion costs incurred in circum» 
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may be divided into two major categories ~ (1) product research and develop 
ment, and (2) general researcht 

(a) Product research or development is that which is directed toward 
the design^ improvement or utilization of a particular product or product 
line. In costing production contracts, current costs (or estimates thereof 
*.ere forward pricing is involved) of product research or development will 
be allowable. However the principle of direct costing by product or product 
line, as appropriate,, should be applied, and provided further that such 
costs are not reimbursed te the cbnt'ractor under separate research and/or' 
development contracts. No costs of product research or. development . may be 
allocated to Department of -Defense -researcli'^'a^^^ development contracts 
other than the direct costs of performing the contract. and the proper share 
of the indirect costs of administering the research. or development program. 
In some instances it may be apprcrpiriate to establish by contract provision 

a ceiling on the amount of product research or development to be allowed. 

(b) General research is all research other than that which is directed 
toward the design, improvement or utilization of a particular product or 
product line. The cost of general research, wiien reasonable in amount and 
incurred in accordance with the contractor's established, practice, is allo- 
cable to all classes cf work, including* defense work, provided such costs are 
not reimbursed to the contractor under separate defense research contracts, 
gifts, grants, trust funds or other similar' sources • No general research 
costs which were incurred in accounting periods prior to th6 award of. the 
particular defense contract(s) (including amounts capitalized in the cost 

of patents obtained) shall be allocated thereto, nor will the contractor be 
required to defer research costs incurred during the period of performance 
of defense contracts to subsequent accounting periods. In some instances 


Khen the resultant charges are reasonably equitable between fiscal years. 
VJhon the entire cost or a substantial portion of the cost of such special 
tooling has been allocated to fixed-price Govornment contracts, the asset 
concerned shall be subject to the provisions of Part 3 of Section XEII and 
of the Special Tooling contract clause for fixed-price contracts set forth 
in paragraph 13-50li» When such special tooling is acquired under cost- 
reimbursement type contracts it shall be subject to the provioions of the 
contract clause set forth in paragraph 13-503 entitled "Government Property*' 
r.nd to the provisions of Appendix B, ASPR, applicable to Govemment-ovmed 
special tooling* 

15-313 #11 I'lanufacturing and Production Engineering# Manufacturing and 
production engineering includes the cost of engineering activities in con- 
nection with (1) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, tool design and fabrication for im- 
proved tooling, and (2) production problems such as component design for 
purposes of simplifying productiont Such activities are usually for the 
purposes closer control and reduction of manufacturing costs and the costs 
thereof are allowable • A characteristic of this tj^e of expense is that 
it can be related to a specific contract, product or product line and is there- 
for chargeable thereto either directly or by allocation. (See ASPR 15-313«2)« 
Ihis is in contrast to general research and development which, by its general 
nature, carnot be directly associated 'wj.th a specific contract, product, or . 
product line* 

15-313«12« Research and Dr-velopment . Research and development expenses 


(iv) Royalties are paid under an agreement entered into after 
the award cf the contract without the approval of the contracting 
officer • 

In any case involving a patent formerly owned by the contractor, the 
allowance will be limited to that which would have been made had the 
contractor retained title thereto* In all other cases, the allowance 
shall be reduced by the amount considered to be unreasonable, 
(c) Care should be exercised to prevent charges for the use of patents 
when the Government already has, in fact, rights to such patents. The Gov- 
ernment may have obtained a royalty free license or title to patents as a 
result of contract clauses such as contained in paragraph 9-10? and 9-112, 
as a result of settlement of claims, as a result of the employer's right 
in employees' inventions provided under Executive Order IOO96, as a result 
of a royalty adjustment settlement, or as a result of separate purchase or 
gift* 

15t313#1U Plant Protection Expenses . 

(a) These expenses represent costs incurred in protecting the contrac- 
tor's personnel and plant against fire, theft, sabotage, espionage, civil 
disorder,, eneit^r attack, or other violent destructive forces.. Plant protec- 
tion expenses are allowable costs of defense contracts.. Normally they will 
consist of guards* wages and labor costs related thereto, costs of individual 
equipment, cost of plant protection equipment if of minor amount, and depre- 
ciation of plant protection equipment. To the extent these costs are attri- 
butable solely to defense special security requirements, they are allocable 
entirely to* defense contracts. Costs of normal plant protection not result- 
ing from such special requirements, generally, should be indirectly allocated 
to all classes of work. 


it nay be appropriate to establish by contract provision a ceiling on the 
amount of general research to be allowed. 

(Mote ~ See paragraph 9-107 for information as to patent rights 
to be obtained viien research or development work is called for 
or required in the performance of a contract or when allowances 
are made for costs for product research or development*) 
15-313»13 Patents and Royalties # 

(a) Amortizatitn of the cost of purchased patents owned by a contractor 
applicable to products or processes covered by a contract is an allowable 
element' of cost to the extent reasonably allocable to the contract* Research 
ind development costs leading to patents are treated in paragraph l5-313»12t 
' (b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts may have been arrived at as a result of less than 
arm^s length bargaining. Examples of such cases are those where: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor* 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor iJhen 
the costs of such patents or the research and development work 
thereon were substantially recovered through charges against the 
costs of defense business. 

(iii) Royalties are paid to unaffiliated persons, including 
corporations, irnder an agreement entered into in contemplation 
that a Government contract would be awarded. 


(i) Recommendations and requirements of the duly constituted 
Governmental authority having jurisdiction over civil defense in the 
local area* 

(li) The extent of like measures being taken by other businesses 
within the local airea, particularly those not producing under Govern- 
ment contracts^ 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furnishing an inducement to the contractor 
to incur the cost* 
15.313^15 Insurance and Bonds > 

(a) Jo the extent that a contractor's insurance program has been 
reviewed and approved by the insurance authorities of the military depart- 
ments, procurement and audit personnel of the military departments will be 
governed thereby* 

(b) The net cost of insurance and bonds, after deduction of dividends 
or other allowances which may be expected, if reasonably necessary, to the 
operation of a business, is an allowable cost on Government contracts to 
the extent allocable. Some, but not all, of the types of coverage which 
may. be reasonably necessary are property, 'aircraft, automobile, general 
liability, product liability, workmen's compensation, employees' group, 
accident and disability, use and occupancy, (but excluding that portion of 
the policy premium applicable to anticipated loss of profit and costs which 
are unallowable under this Section) and fidelity and surety bonds (including 
performance bonds). 

(c) Insurance on the lives of officers is not an allowable cost, ex- 
cept when premiums are paid in behalf of executives or employees pursuant 


(b) A special problem may arise in the case of fixed price contracts, 
the security classification of which is altered after the contract has been 
entered into. vJhen such a contract price is negotiated, the contractor is 
presumed to know the plant protection requirements under the contract and 
is expected therefore to meet such requirements within the contract price. 
However, if the security classification of the contract -were changed by the 
Government after entering into the contract, additional costs of plant pro- 
tection may be allowed the contractor by contract amendment* The additional 
costs may include not only current costs of an operating nature but also 
costs of a capital nature if the parties agree that the capital costs are 
incurred solely because of the changed security classification of the con- 
tract and would not have been necessary from the contractor's point of view. 
Also, if a classified contract is reclassified downward during its perform- 
ance thereby permitting a savings in plant protection costs, such savings 
should, if material, be the subject of a contract amendment passing the 
savings on to the Government. (See 7-IOI4.I2) 

(c) Civil defense costs ,must be allocated to all work of the contractor 
performed at the particular location where the costs are incurred. When the 
Government's portion of the output of the particular plant is not material, 
the reasonableness of the incurred costs need not be questioned. , However, 
since usually past experience will not provide a guide as to reasonableness, 
civil defense costs should be the subject of specif ic -agreement when the 
amount of such costs to be allocated to Government contracts is substantial. 
When this is the case, reasonableness may be judged in light of: 
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to take all necessary action in cooperation with and for the benefit of 
the Government 5 to determine the legality of such assessment or, as the 
case may be, to secxire a refund of such taxes and any interest or penalties 
thereon.. Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall 
be allowable as a cost** -Reasonable cxpfensels of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as costs. 

(c) Any refund of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in xvhich contract costs 
absorb the costs of taxes, interest or penalties. If at. the time the 
refund is received by the. contractor, no defense contracts are being 
performed, the amount, otherwise to be credited to contract costs shall 
be paid directly to the Government. 

(d) Where it becomes evident in negotiating a contract price that a 
contractor may be required to pay a tax, the legality of idiich is question- 
able or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract contains provisions substantially similar 
to those set out in subparagraph (b) (1) (2) and (3) above, ^ 

15-»313«17 Strikes and Lockouts . The situations and conditions sur- 
rounding strikes and lockouts are so varied that it is iiripossible to establish 
a general principle providing for allowance or disallowance of crsts in- 
curred during such occurrences.. Each case must be considered on its own 


to specific agreement or established policy v^iereby such payment may be 
properly considered as additional condensation (Paragraph 15-330* 2). 

(d) \^en a contractor self insures against insurable risks of any 
tjT^e (But see paragraph 7-203*22 for limitation on self -insurance in 
cost-reimbursement type contracts), a reasonable provision for losses 
estimated by the contractor is an allowable cost if such provision, is 

t based upon actual loss experience to the extent feasiblej or, in the 
absence of adequate loss experience data, it is not in excess of net costs 
which would be paid for such insurance if carried by private insurance com- 
panies, less agents • commissions and other acquisition and seryicing costs. 

(e) Losses resulting from failure to insure (through self- insurance 
or otherwise) against a contingent loss or damage, where a reasonably pru- 
dent busines,sman would have insured himself against such loss or damage, 
are not allowable. 

15.313.16 Taxes . 

(a) In general, taxes which the contractor is required to pay and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal income and excess profits 
taxes J taxes, in connection with .financing, refinancing or refunding opera- 
tions (see paragraph 15-330.5)} and special assessments on land which 
represent capital improvements. 

(b) Taxes which are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- . 
vided that the -contractorj (1) promptly requests instructions from the 
contracting officier concerning such taxes; (2) agrees to comply idth such 
instructions} and (3) if so directed by the contracting officer also agrees 
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abnormal in relation to sales effort 'that the use of historical costs 
would result in the inclusion of an \mreasonable amount of estimated 
selling expenses* In the " latter- esse, fith^ ^i^^d selling expenses should 
be charged to normal non-defense sales, leaving the defense sales charge- 
able only with a proper share of the variable costs. For an illustration 
of this principle see paragraph l5-320^5 entitled Advertising. 
15-320.2 Salesmen's or Agents^ Compensation . 

(a) Salesmen's or agents' compensation allocable to defense contracts 
should be reasonable in the light of the services rendered. If inequitable or 
exorbitant compensation is paid, it shall be subject to disallowance, to the 
degree deemed excessive, for the purpose of allocation of costs to defense 
contracts, F(r example, when defense business consists of standard commercial 
products which are sold normally on a commission basis, sudden e:q)ansion of 
defense bxisiness may necessitate the adjustment in the amount of compensation 
allocable to defense contracts, 

(b) No fee, commission, percentage, or brokerage fee shall be allowed as 
a contract cost when contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or 
selling agencies maintained by the contractor for the purpose of securing 
business. This provision shall be qjplied in a manner consistent with repre- 
sentations or agreements of contractors or prospective contractors in the 
light of ASPR, Section I, Part 5. 

15,320,3 General Sales Expenses ,. These expenses, consisting of salaries 
and expenses in connection with direction and supervision of all sales 
efforts, clerical expenses in maintaining sales records and statistics in 
some cases, and similar over-all sales expenses, may be considered to be 
allocable indirectly to defense products or contracts in some cases based upon 


merits in the light of the philosophy expressed or ijnplied in the principles 
and standards ej^ressed in Part 2 this Section, . ; 

15-320 Selling and Distribution Expenses ; ■ • • 

15-320.1 Allocation of Selling and Distribution Exp6nses > Selling and . . 
distribution expenses identifiable iii whole or in part with defense wrk are 
subject to allocation to the cost of defense wfk to the extent appropriate, 
considering, the methods of selling and distribution to the Government or to 
prime contractors or subcontractors. Generally, selling and distribution. 
expenses should be allocated between product lines, pr to products sold to 
the respective customer types (where sales methods are different), based 
on analysis of the cost elements in relation to the sales efforts. In some 
cases, it may be appropriate to first allocate these expenses in whole or in 
part as between defense and non-defense business, and then to allocate the 
expenses applicable to defense business against the individual defense. con- 
tracts or products. The principle of direct costing ds very ijnportant in this 
area. For exan?)le, when special defense products are sold to the Government 
or to defense contractprs by separately identifiable en?)loyees of., the. icanu- , 
facturer, the compensation and expenses of such employees may be appropriately 
charge to costs of such products, When, In such cases, there is a separate 
sales organization or identifiable group of representatives engaged in selling 
to non-defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, ihen standard com- 
mercial products are sold at fixed prices direct to the Government or tn 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one established 
sales organization, the same selling . e^p ens e per unit of product maybe used 
in cost estimating, except vhen the quantities expected to be sold are so 
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tcchiiicrJ. p.-'jnphlcts any of which rdd users of the contractor's pro- 
chcts, including the Govwrnmont or defense contractors, excluding, 
of course, thu cost of sue publications prepared for the Govonim.nt 
under seprxatc contract consideration, 

(d) Advertising for coinmercial pro'lucts, other than as in (a) 
through (c) above., not in excess of the contractor's average annual 
costs incurred prior to the avjard pf defense contracts, ' may be allocated 
to defense prime contracts and subcontracts for such coimncrcial products 
on the basis th-t the costs will first be assigned to the contractor's 
nondcfense business in the same amount per unit sold '(or per dollars 

of sales) as was assigneablc to such units prior to* obtaining. defense 
business; -the amount remaining after such assignment may be allocated 
to defense prime and subcontracts Wt not in excess of the amount per. 
urdt on nondefense business; provided, ' however, that when defense sales 
are merely incidental, such' cost 'allocations may be made on an overall 
prorata basis, " " . ' ' " 

(e) Advertising costs, other thrji as in (a)*throu^ (c) above, 
may not be allocated to defense prime contracts and subcontracts for 
non-commercial products.* 

15-320.6 Product Transportation and Delivery Expense s # Ihesc expenses, 
when required by the tonus of a contract, are properly allowable, V/henever 
significant in amount and provided it is feasible, they should be determined 
and allocrted as a direct cost of the product or contract, 

15-320,7 VJarehousing Expenses , Whenever a manufacturer maintains ajid 
ships products from warehouses strategically located in order to. provide better 
service or reduce transportatioxj costs to customers (as is frequently found 
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the specific facts each case, provided the basis of allocation is 
equitable as betwoen defense and nondef onse business as a whole in the 
light of the relative services rendered^ 

15-320,1* Bidding. Expenses » Current bidding expenses of both successful 
and unsuccessful bids ..normally will be treated as indirect e:3^ensos and appor- 
tioned currently to all business of the contractor in which event no bidding 
expenses of past accounting periods will be chargeable to defense contracts. 
However, where it is the contractor's established practice to treat bidding 
expenses by some other method^, such method may bo acceptable if the results 
are considered to be equitable. 

15-320.5 Advertising , Advertising expenses include the costs of 
materials, space, time, layout, .and expenses of the department which super- 
vises such activities. Advertising expenses are generally incurred to 
promote the sale of the contractor's regular c'ommercial products and should 
be assigned thereto. Advertising may be appropriately considered for allo- 
cation to the cost of defense contracts in the following cases: 

(a) Advertising directed solely towards the recruitment of new 
employees. . ' 

(b) Advertising in trade and technical journals, provided such 
adverti*sing does not offer specific products for sale but is placed for 
the purpose of offering financial -support to journals which are valuable 
for the dissemination of technical information within the contractor's 
industry. In addition in the case of subcontractors^ reasonable ex- 
penditures for advertising in such journals for the pm^pose of estab- 
lishing necessary business contacts in -connection with the sale .of 
defense products to Government contractors. 

(c) Publication of maintenance catalogs, parts price lists, and 
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time considerably beyond delivery^ In such cases, it is necessary to esti- 
mate the cost of services and warranties, usually as a percentage of product 
cost, for purposes of price negotiation* Estimating warranty costs must 
usually be based upon past experience in similar circmnstances with due re- 
gard to reasonable standards of quality performance* When allowances are 
made for costs of performance imder warranties as product costs, there 
should be no duplication of the allowance for the risks in figuring allowable 
•profits* 

» ■ • • . •• •■ 

15-320*9 Entertainment Expenses * Entertainment expenses, as such, shall 
hot be considered either directly or indirectly: as a cost of performing Gov- 
ernment contracts* However, when expenses classified as entertainment repre- 
sent the purchase of meals, local transportation, rental of facilities for 
meetings, and other incidental costs, and the primary purpose of incurring 
such costs is the dissemination of technical information or the stimulation^ 
of production,' such costs are allowable, in determining the cost of Govern- 
ment contracts* 

15^330 General and Adiidjiistrative Expenses * 

15-330.1 Allocation of General; and Adniinistrative Expenses * Among the 
acceptable bases, depending upon the cir^cumstances, of allocating general and 
administrative expenses are processing costs -.(direct labor, factory overhead, 
and other factory production costs exclusive of direct material), factory in- 
put costs (processing costs plus direct material), cost of goods completed, 
cost of sales, and sales, (where no more satisfactory basis is available), 
provided that equitable results are therel^y obtained* In the selection of 
the particular method or methods of apportionment, special consideration 
should be given to any such unusual factors as major fixed asset improvement 
programs and significant changes in proportions of subcontracting* f i? 
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with standard commercial.. products or spfre.p.-.?ts), the expenses of.jjare- 
housing such .stocks,, including transportation .^ror.i factory to warc|iousc, 
arc. allowable vdicn fairly alloc-.tcfi to defense sales in relation to total 
sales of products delivered from such warchoascs. On the other hand, where 
products sold .under a def on. c contract arc not delivered or serviced from such 
wrjehouses none of the cost of operation thereof is allocable to the contract, 

15-320.8 Service and Warranty Expenses . In cases where the. contract 
terms include an obligation on the prrt of the contractors, without adcJitional 
separate compensation, to provide "service in installation, training operators, 
correcting defects in the proAxct, replacing defective parts, making refunds 
in case of inadequate perfommce, etc., the price or cost of the product 
. mry include an allowance for the cost of .such undertakings. Generrlly, any 
warranty, .of . the. prpdfict.. as to perf ormance,.. mc^^^ ^orkraanship will 

be for a definite, .period of time.. .In the case of cosUreimbursement. type 
contracts, actual costs of perfomance to be reimbursed to the contractor 
will include such of the foregoing^ .cos ts^as rai^st bp bo^^^ ^y the Government 
under the clause of the contract entitled .''Inspection of SuppiU-cs and Cor- 
rection of Defects". (See para.srs'ph 7-203.5).. . However, in some fixed-price 
contracts, a warranty may extend for a period of 


(2) Ownership of the contractor is limited to a small cohesive group; 
or . - 

(3) The volme of Government contracts when related to the contractor's 
total business is such, as ,to influence "Uie contractor in his determination of 
executive coLipensationj or 
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AH. pertinent factors should be reviewed from tiine to tiriie, especially if and 
when there is a change in the nature or volume of production, to determine 
whether the indirect expenses continue to be apportioned equitably#. Where 
the nature of a contractor's business has '^not changed basically by a shift ' 
to defense production, the presumption is that his former methods, if tested 
by operation over a considerable period/ are' satisfacto However, this is 
only a presumption and should be reexamined in light of probable increased 
production* SJhen the business has changed substantially because of such a 
shift, the contractor's former methods of allocating indirect expenses may 
be entirely inappropriate and so should be thoroughly reviewed* 
15^330#2 Executive Compensation * 

(a) Executive compensation consists of all emoluments (including sala- 
ries, bonuses, stock options, etc.) paid or accrued for services actually 
rendered to the contractor by executives, officers, partners, sole proprietors, 
and others of similar rank and abilities* Such costs are allowable when rea- 
sonable in amount in the light of the services rendered* ^-Jhere the contrac- 
tor's organization was a going concern for a significant period prior to the 
award of defense contracts, the amount of compensation iestablished by the 
contractor will normally be considered reasonable* In other cases and in 
any case where the amount thereof appears not to have been determined through 
arm's length bargaining betvreen the employer and the executive, epeoial 
consideration may be required* . Arm' s length bargaining may be lacking in ar^ 
one of the following situations among others: 

(1) The executive or a member of his immediate family owns or is com- 
mitted to acquire a substantial financial interest in the contractor's 
organization} or 


The mode of travel, accoFjnodation or subsistence shall bo in keeping 
xd.th the contractor's established practice. Should there be no established 
practice, the cost shall not exceed an amount commensurate v/ith the duties 
and responsibilities of the traveler. Costs of entertainment shall not be 
included. 

Special circumstances create situations for vjhich there may be no 
precedent*. For example, costs of transporting employees and their dependents 
from one geographic location to another, . and reasonable allovj-ance to establish 
them in the new location, may have to be incurred if a competent skilled 
labor force is to be recruited and maintained. Generally such costs are 
allowable, but there mr.y be specific instances in which a part or., all will 
be excluded if considered excessive or unnecessary, lilhere such circumstances 
are anticipated, advance understandings should be reached limiting the "types 
..and vamounts 9^ su:Ch costs # , . 

15-330 # h Legal, Accounting^ Engineering and Other Professional Expenses . 
Costs of professional services rendered, whether performed by the contractor's 
employees or by other members of the particular profession or craft retained 
b:y the contractor, are generally allowable* Such costs must.be reasonable 
in light of services rendered, and pajTnont must not be contingent upon recovery 
of. the cost from the Government. 

Such services must have boon reasonably required by the business, although 
not necessarily required solely for the performance of Government contracts* 
Factors to be considered (among others) when determining the reasonableness 
or necessity of incurring the cost in a particular case are: (i) past pattern 
of such costs, particularly in the years prior to the award of Government 
contracts;: (ii) the impact of Government contracts on the size of the 
contractor's business (i#e#, what new problems arise )j (iii) the nature 
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(U) Ihe services rendered by any individual are clparly. dispro- 
portionate in a major degree to the compensation paid« t 
Alloxvances for compensation of partners or sole proprietors may properly 
be included in executive compensation even though not actually paid .or 
accrued in the accounts. In the case of cost-reimbursement type contract, 
any allowances for compensation for partners or sole" proprietors should be * 
incorporated in" the contract, ' . 

Where executive compensation is considered to be unreasonable in amount, 
the excess over the amount considered reasonable will not be included in 
determining the amount allocable to Government contracts • 

(b) Ihe cost of options to purchase stock of the contractor corporation 
granted to executives thereof is a part of oxecutivie compensation and, as 
such, may be allocated to Government contracts, as' follov/s: 

■ ' ■ • • (1) . ..Ihe cost -of 3tock options to the grantor, corporation is the 

excess, if any, of the, fair market value '6f '' tee sfock^^ the pption price 
on the date the option is . granted to a spccifid individuals 

(2) Since benefits to the corporation are intended to extent 
over a period of ye ^xrs and are not limited to the year in which the option 
was granted or exercised, the cost to the grantor corporation. must be amortized 
at an annual rate, not be exceed three percent of the fair market value of the 
stock on the date the option is granted* The period of amortization is to 
begin with the date .that the option is granted. 

15-330,^ ^Travel Expense , Travel expense, when incurred for business 
purposes, is an allowable cost. The cost may represent payment for actual 
costs incurred, or payment may be on a per diem or mileage basis in lieu of 
actual cost, or a combination of the two methods may be use d,^ provided the 
method used does not result in an unreasonable* charge. 
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Bad Debts # Bad debt losses, whether actual or estimated, arise 
from tile contractor's non-Government business. No alloxvance for such losses 
shall bo made in costs or prices under Government /primc7 contracts^ /However, 
in the case of subcontracts, p'trticulerly lower-tier subcontracts several con- 
tracts removed from the prime contractor, consideration may be given to a 
reasonable allowance for bad debt losses not to exceed the rate experienced 
by the subcontractor in doing business with the same class of customer 

15-330.7 Contributions and Donations » Contribitions and donations to 
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and scope of managerial services expected of the contracted 's own .organization} 
(iv) the nature of conflict of interests which may exist "between the con- 
tractor and the U, S. Governmentj and (v) whether or not the proportion of 
Government production of the contractor's total production is such as to 
influence the contractor in favor of incurring the cost, particularly where 
the ser\dces rendered c^xe not of a continuing nature and have little relrction- 
ship to production \inder Government contracts* 

If, in light of the. foregoing, . it ap pears th??.t any othorwD-se- allowable 
costs are riot reasonably required by the business or are excessive, the allcw- 
able portion will be reduced to an appropriate ajnount, if any, for purposes 
of allocation. 

15-330*5 Business Organization Expenses ^ Business organization expenses 
consist of those ordinarj'- and reasonably necessary expenses which are incurred 
becuase of tlie use of the corporate, partnership, or other form of organia^^.tion* 
Recurring business organisation eyqpenses are allowable. Exainples of such recur- 
ring expenses, with respect to a corporate form of orgamzation, arc fees paid 
to members of the board of directors, cost of shareholders meetings, proxy 
solicitations, preparation and publication of -annual reports to shareholders 
and preparation and submission of required reports to regulatory bodies having 
jurisdiction* Such costs shall normally be considered to be reasonable in 
amount when incurred in accordance with the contractor's established practices, 
particularly those in effect prior to the award of Government contracts* Non- 
recurring expenses, particularly those directly i^elated to the acquisition of 
additional capital, arc not pllowable* Other examples of unallox'jable costs 
would include legal and professional fees paid in connection with the pre- 
paration of a prospectus, costs of preparation and issuance of stock rights, 
and am.ortization of costs of organizing or reorganizing the business^ 
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production has been altered significantly by Government contracts, 
departure from the prior program may be justified* 

(ii) When the organization is a local one and membership would 
be expected of all similar busiiless firms in the business community^ 
Local organizations must be primarily for trade, business, or pro- 
fessional purposes^ Social, cultural, or recreational activities, 
if any, of such organizations must be inciderital# 

(iii) If the organization is regional, national, or international 
in scope, membership therein should be held by a majority of like firms 
in the same industry^ 

In determining reasonableness of particular membership costs which appear 
to be excessive, a review of the nature of the activities of the organization 
might be necessary in order to reduce the allov/able portion of the contractor's 
membership costs to an amount which would, in effect, exclude a contribution 
to lobbying or public relations activities^ 

(b) Subscriptions » The cost of subscriptions to trade, business, pro- 
fessional, or technical periodicals or services is ailibwable when incurred 
in accordance with the contractor's established practice and the costs are 
reasonable in amount. 

l5-330«9 Employee Morale, Health, and Welfare. * .Expenses for employee 
morale, health, and welfare activities, such as employee publications, ill.* 
ness or first aid cUnics, iii5)rovemeht of working conditions,, and others 
aimed to improve eraplcyer-emplcjyee relations or emplqyee perf orinance, are 
allowable if incurred in accordance with the contractor's established 
practice or custom in the industry or area. • 

15-330.10 Cafeterias, Commissaries, Dormitbrieis, and gan teens . Ihis 
class of expense consists of the cost, less revenue, of food, beverages, or 
livirig accommodations provided for members of the contractor's organization 
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established nonprofit charitiabl^, scientific, and educational organizations 
are properly allocable to Government, contracts; provided that such costs (i) 
msy reasonably be ejected to result in future benefits to the contractor 
through advancing,' directly or indirectly, the technology of his industry 
or indreasing th6 supply of trained manpower available to it; (ii) are in 
lieu of the' cost of similar f.acilities, which facilities the contractor 
would otherwise have to provide, as for example, emplqyee medical or re- 
creational facilities'} dr. (iii) are expected of the contractor by the com. 
munity and it can reasonably be. expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions. In 
general, contributions and .donations under item (iii) will not be allowable 
unless it is the practice of most; business firms in the same community to 
make contributions to such organizations* 

The propriety of the amount of particular contributions and donations 
and the aggregate tliereof for. each fiscal period must be judged ordinarily 
in light of the pattern of past pontributions, particularly those made 
prior to the placing of Government contracts. The amount of each allowable 
contribution must be deductible .for puirposes of Federal income tax, but the 
deductibility of the contribution for income tax purposes does not in itself 
justify its allowability as a contract cost* 

15-330.8 Trade, Business, and Professional Activities . 

(a) Memberships . Costs of membership in trade, business, and profes- 
sional organisations are allowable when incurred in accordance with the 
following standards: 

(i) Memberships are consistent with the established practice of 

the i5.oQtractorj, particularly his practice prior to the award of Govern- 

ment contracts. However, if the nature or volume of the contractor's 
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the period of contract performance, but the amount of v^Mch is currently* 
indeterminable,, may. be recognized as follows: 

1, A iirutually agreed upon settlement may be negotiated in 

lieu of waiting for the exact future dsteriiDnation, • . . 

2, Bie contract mcy be held open (by an exception in the 
final release or by a provision in -the pricing amend- 
ment) as to the particulsr item pending the exact 
determination of the amount of the cost on an actual 
basis. 

Individual paragraphs of this Part. contain moVe" specific treatment of contin- 
gencies related to the subject matter of •Such" paragraphs', and shall be con- 
trolling with respect thereto; ' 

(b) Allowances for specific contingencies which ar^ reasonable certain 
and determinable may be .made in cost estimates for use in negotiating forward 
prices of fixed. price contracts. Other contingencies are not allowable as 
costs in for-rfard pricing actions, bdt their possible impact may be considered 
in establishing contract prices and ceilings in accordance with Part hj 
Section III, ASPR. 

15-3U0.3 Losses on Other^ Contracts . A. loss sustained by a contractor 
on any contract is not allowable as a cost of performance of ary other 
contract.. Such losses shall include ai^ excess of cost over income under 
arry and all other, contracts whether such other contracts are of a supply, 
research and development, or other nature. 

15-350 .Termination Costs. . In the event of termination of. the contract 
for the convenience of the Government, the allowability of particular items 
of cost will be determined in accordance with the cost principles and 
standards contained in this Section and will, in addition, be subject to the 
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at their regular datjr stations^ When reasonably required by the nature of 
the contractor's operations, plant location, established policies, or em- 
ployer-employee agreement, such costs shall: be allowable* On the other 
hand, any profit on such activities shall be considered as a credit to the 
contractor's overall expenses before allocation tq defense contracts, unless 
such expenses are reduced for all the costs of such activities, including 
use of facilities, space, and utilities Trf.th elimination of such credits from 
the contractor's general expenses subject to cost allocations to defense 
business* ' : 

15-3I4O Financial and Other Expenses : 

l5-3l|0,l Interest on Borrowed Capital s Profit margins allowable, in 
contract pricing are based, among various factors, upon consideration of 
normal interest return on total capital employed .(including borrowed capital) 
and compensation for risks (including loss of any capital.) except to the 
extent that risks are the subject of compensation through coot allowances 
or are assumed by the Government under special forms of contract pricing, 
when no pricing allowance for such -risks should be made. In this way, 
ever;' contractor should receive nondiscriminatory treatment, whether he 
furnished his entire capital or borrows a large portion thereof , or whether 
he' is organized in the form of a corporation, a partnership, or a sole pro- 
prietorship* Accordingly, interest paid or accrued, regardless of the 
nature of the obligation which gLves rise to. the interest cost, is not an 
allowable item of cost to be charged directly or indirectly to Government 
contracts. 

l5-3liO#2 Contingencies ^^ 

(a) No allowance for future contingencies shall be included in making 
determinations of historical costs* Costs of events which occurred during 
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The w'ost of items of material reasonaoly usable on 
other work of the Contractor, without loss to it, should not be 
considered. In deciding whether such items are reasonably usable 
on other work of the Contractor, thQ Contracting Ofxlcer should 
consider the Contractor's plans and orders, for current and- scheduled 
production. ContemporanooUB purchases of similar items by the 
Contractor from other sources will .be; regarded as evidence that 
such items are reasonably usable on the Contractor's other work, but 
in any such case the Contr^kcting: Officer wili,consider . any evidence 
subnitted by the Contractor showing that it coujid not retain such 
items at cost without sustaining a loss. Any allocation pf such 
costs to the terminated portion, of the contract should be made only 
to the extent that the quantities of the comrnpn items on hand, in 
transit and on order, are in excess of the reasonable quantitative 
requirements of other work,. ' . 

15-350.3 Limitations of eortg.in Cost g^t In no event, shall .the aggregate 
of the amounts allowed in respect of initial costs and preparatory e^ensesj 
loss of useful value on special macliinery. and equipment; experimental, re- 
search and development expense; special leases; engineering and development 
and special tooling, exceed the amovint whicTi wotild'have been * available from 
the contract price to cover these items if the contract had been completed, 
after considering all other costs which would have'tieen required to complete 
it. ■ • • • " •■ • • • 
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provisions of this paragraph, 

15-350 •! Settlement Expenses t The additional costs that arise as the 
result of termination or cancellation of Government contracts (or subcontracts, 
including purchase orders), for the Convenience of the Government, are alloww 
able. These costs include reasonable costs . of settlement, including account- 
ing, legal, clerical, and other expenses: -reasonably necessary for the pre- 
paration of settlement claims arid isuppor ting data, with respect to the ter- 
minated portion of the contract and for .tha termination and settlement of 
subcontracts ^thereiinder, including expenses incurred for the purpose of 
obtaining payment from the Government but only to the extent reasonably 
necessary for the preparation and presentation of settlement proposals and 
cost evidence in connection therewith. Settlement e^qpenses include reason- 
able; storage, transportation, and other costs incurred for the protection of 
property acquired or produced for the contract or in connection with the dis- 
position of such property. 

15-35P.2 Exclusions . To be excluded from allov/able costs in the event 
of termination are the lollpidng; • 

1» Costs not allocable to the terminated portion of the 
contract (inventory basis) or to the completed and terminated portions 
(total cost basis). 

2# Costs due to unreasonable delay on the part of the 
contractor in con^^lying with the clause of the contract entitled 
"Termination for the Convenience of the Government*" 

3» Costs incurred as the result of purchasing or produc- 
ing facilities, materials, or services in excess of the reasonable 
quantitative requirements ou: the entire contract^ 
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not result in a reasonably accurate assignment of indirect costs to facilities 
contracts* Since indirect costs are those which are incurred for oqmoon 
objectives^ a grouping of objectives and identification of indirect costs 
therewith will furnish guidance as to the assignment of indirect costs to 
the various benefited activities • For example factory accounting and admin- 
istrative costs may properly be allocated to facilities contractsj while, 
generally, depreciation on factors'- production equipment should be excluded. 
Similarly, any indirect cost incurred solely for the benefit or production 
should be excluded where the facilities are constructed or installed by a 
separate service or maintenance department. No selling or d stribution 
expenses (other than engineering expenses incurred in the desigi:i, construction, 
or installation of the facility) will be allocated to the cost of facilities 
involved. General and administrative costs may be allocated only where the 
facilities program represents a significant porition of the contractor's . 
work daring the period. 

required 

(c) The required degree of preciseness/in allocating Indiroct 

costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 

a meticulous identification of such costs. However, it is intended to 

furnish some criteria for the allocation thereof to facilities contracts 

on the basis that such contracts should bear the allocable portion of 

indirect costs incurred for the benefit of the contract . Hence, where 

the contractor constructs facilities which are generally similar to facilities 
produces 

which he also / for sale, indirect costs may be allocated in accordance 
vdth his established practice. In most other cases in which the contractor 
performs the facilities construction himself, the decision to do so will 
have been based upon the fact that he has an already established department . 
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PART h 

Application of Cost Principles 
In Facilities Contracts 

15-Ii00 Scope of Par ti l This part sets forth applications of cost 
principles and standards of Part 2 of this Section in connection with the 

determination of costs under facilities contracts and under the facilities 

contracts i 
portion of supply /and research contracts • Generally this Part covers only 

contracts 

the allocation of costs to such contracts or facilities portions' of supply/ 
or research contracts. Other Parts of this Ssction provide guidance as to 
allowability of particular items of cost and determinations made under this 
Part should be made in light thereof* 

l^-UlO j}irect Cost * • The cost of purchased facilities, including costs 
of acquisition, delivery and placing into condition for use, is allowable 
at the net purchase or subcontract price* If architect-oral, engineering, 
installation, or other collateral services are performed by the contractor's 
own employees, the direct costs of supplies consumed and labor utilized are 
allowable. Similarly, if buildings or eq\iipment are constructed, manufactured 
or rehabilitated by the contractor, the direct costs thereof are allowable. 

15-It20 Indirect Costs *. 

(a) Wo indirect costs will be allocated to the cost of facilities 
purchased by the contractor on an installed (ready to use) basis* 

(b) Where the contractor constructs the facilities or incurs addi- 
tional costs other than the purchase price of purchased facilities, every 
reasonable effort should be made to direct-cost the items of cost directly 
assignable to the facilities. Special problems of allocation iarise because 
such work done by the contractor is usually different from that done in 
connection with its regular production of goods for sale* Hence the con- 
tractor's usual method of overhead distribution to products for sale may 
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or shop for fulfilling similar requirements of his normal operations. For 

exanple, a facilities contract involving shett metal work might be performed 

by the contractor, if he already has a shop for providing sheet metal items 

if 

required in his regular production processes and/iis normal accounting system 
in connection therewith provides cost data which are reasonably equitable 
in light of the fortgoiiig criteria, such costs will be acceptable. 

(d) The negotiation of predetermined overhead rates is permissible 
(see paragraph 2- ). Where such predetermined overhead rates are used, 
they should be developed in consideration of the principles s^t forth in 
this part. 
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Application of. Cost Principles (2^^ 
In Facilities Contracts 


l5-liOf Scope of Part # This part sets forth applications of cost 
principles end standards of Part 2 of this Section in connection with 
the determination of costs under facilities contracts and under the^ 
facilities portion of supply and research contracts with commercial 
organizations. Except as modified by coverage in this Part U, the cost 
principles set forth in Part 3 of this Section will be applicable. 

I5*lil0 Direct Cor-ts t The cost of structures and equipment obtained 
by purchase or subcontract is allowable at the purchase or subcontract 
price, including delivery and installation in accordance with the appli- 
cation of principles as set forth in Parts 3 or 6 of this Section as 
appropriate* However, if arehitectui*al; engineering, installation, or 
like services are performed by the contractor's own employees ^ the direct 
costs of stqpplies consumed and labor utilized are allowable # Similarly, 
if buildings or equipment are .constructed or manufactured by the contrac- 
tor, the direct frosts thereof are allowable • 

15-U2# Indirect Costs * 

(a) No indirect, costs idll be allocated to the cost of facilities 
purchased by the contractor on an installed (ready to use) basis* 

(b) Where the contractor constructs the facilities or incirs addi- 
tional costs other than the purchase price of purchased facilities^ 
indirect costs will be allocable to the facilities contract but only 


upon the basis of work actually performed by the contractor* In this 
event, special problems of allocation arise because such work done by 
the contractor is usually different from that done in connection with 
its regular production of goods for salet Hence the contractor's usual 
method of overhead distribution to products for sale may not result in 
a reasonably accurate assignment of indirect costs to facilitti* con- 
tracts • 

(c) iifter all reasonable efforts have been made to direct-cost 
the items of cost directly assignable to the facilities, there is left the 
problem of allocating the remaining indirect costs \*iich have been in- 
curred for joint objectives. Hence, a grouping of objectives and iden- 
tification of indirect costs therewith will furnish guidance as to the 
assignment of indirect costs, to the various benefited activities t For 
example factory accounting and administrative costs may properly be 
allocated to facilities contracts; while, generally, depreciation on 
factory production equipment should be excluded* Similarly, any indirect 
cost incurred solely for the benefit of production should be excluded 
vtiere the facilities are constructed or installed by a separate service 
or maintenance departments^ No selling or distribution expenses (other 
than engineering expenses incurred in the design, construction, or in- 
stallation of the facility) will be allocated to the cost of facllilies 
involved. General and administrative costs may be allocated only where 
the facilities program represents a significant portion of the contractor's 
work during the period* 

(d) The required degree of preciseness of allocation of indirect 
costs to facilities contracts should be related to the materiality of 

amounts involved. Therefore the foregoing is not intended to require 
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a ineticulotis identificatton of such ^dsts. However, It is inteoded to 
furnish some criteria for the alloo^'tlon thereof to facilities contracts 
on the basis that such ecu t racts should bear the allocable portion of 
indirect casts iricurred for the benefit of the contract # Hence, where 
the contractor constructs facilities which PTe generally similar to his 
usual production for sale, indirect costs may be allocated in accordance 
with his established practice* In most other cases in which the contrac- 
tor performs the facilities construction himself, the decision to do so 
will have been based upon the fret thst he has an already established 
department or shop for fulfilling similar requirements of his normal 
operations • For example, a facilities contract involving sheet iTietal 
work might be performed by the contrc'.ctor, if he already has a ehop for 
providing sheet metal items required in his regviLar production procesfies 
and his normal accounting system in connection therewith provideis cbst 
data which are reasonably equitable in light of the foregoing criterie'^, 
such costs will be acceptablet 

(e) The negotiation of predetermined overhead rates is permissible 
(see paragraph 2- Where such predetermined overhead rates are 

\ised, they Fhould be developed in consideration of the principles set 
forth in this part# 
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PART 3 - APPLICATION OF. COST PRINCIPLES IN SUPPXff AND. . 
RESEARCH CONTRj^.CTS WITH CC'it/IERCI/iL ORGANIZ/iTIONS 


15^300 Scope of Part # This part states, in some detail-,- applications 


of the general cost principles and standards set forth in Part 2 of this 
Section to supply and research contracts with commercial organizations ♦ It 
is impracticable and iinnecessary to cover every element of cost or possible 
situation that might arise in a particular case, Hpwevery rwhen thi-S:. part 


the principles and standards comprising Part 2 of this Section and. the more 
detailed discussions of similar or related items in this Part, 3 should.be 
followed, 

15;«310 Manufacturing Costs , 

15-311 Materials ^ The costs of materials (including components),.- 
both direct and indirect, used or .consumed in performance of Government 
contracts are allowable on.. the -basis hereinafter outlined. Cost may in--.. . 
elude such collateral items as. transportation, insurance, purchasings re- 
ceiving, storage,, xx^arehpusing .and ad justments of inventory accoimts reason- 
ably related to the period of contract performance resulting from variations 
at cost between book and physical inventories. See paragraph 1^-311 for 
basis of cost. If the cost of collateral items is included in material 
costs, no addi^tional allowance therefor may be made in the determination 
of manufacturing burden. If such items are not included in material costs:, 
they are properly included in overhead, 

15-311,1 Material Credits , In establishing material cost, effect 
shall be given, either directly or as a reduction of total manufacturing 


does not furnish specific guidance, the, philosophy expressed or- implied in 


costs, to such item'o'as: 

(a) Cash discounts taken^ However, if the contractor does not exer- 
cise reasonable precautions in taking advantage of cash discounts available, 
all cash discounts lost may be excluded in determining allowable costs j 

(b) Trade discounts, rebates, and. allowanjpes on material purchased; 

(c) Value of scrap and salvage and materials returned to vendors; 

(d) Credits arising from differences between book and physical inven- 
tories* 

15-311.*2 Pricing , • 

(a) In determining historical cogts, any generally recognized method 
of pricing materials issued from stock may be employed for determining ac- 
tual cost, provided it has been consistently used by the contractor, is ac- 
ceptable for internal revenue purposes, and does not discriminate against 
the Government, However, v:hen materials, in inventory at the commencement 
date of a Government contract have a replacement cpst significantly differ- 
ent from book cost, either the contractor or the. Government may elect to use 
such replacement cost in lieu of book cost in pricing materials issued from 
stock# However, when materi^s are purchased specif icallj'^ for and identi- 
fiable solely with performance under a contract, the actual purchase cost 
thereof should be charged to the contract* Costs of subcontracts ftr 
components should be determined similarly; provided that, when subcontracts 
are performed under contract pricing arrangements other than firra fixed 
prices, the determination of prices shall conform to this section so far as 

■ considerations of costs are concerned, : . , 

(b) For purposes of estimating material cost, either current market . 
prices or anticipated acquisition cost may be used, but the basis of pricing 

'must be disclosed. In order to avoid the . allov;ance of contingencies in 
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cases in which the anticipated replacement cost may :be expected to be greater 
materially than current market, escalation or price-redetenninatidn proviso 
ions may be made a part .bf the contract* However > situations involving 
changes in material costs which are reasonably certain and. determinable, 
or relatively minor in amount, may warrant recognition being given thereto 
in making estimates. 

(c) In cases in which a contractor has integrated •operations involving 
inter-company or inter-divisional sales or transfers of materials, such ma- 
terials may be priced to include a profit to the transferor cQirnpany or divi- 
sion Tinder appropriate circumstances outlined below. In such event, such 
sales or transfers shall be treated as subcontracts in deterraining the 
profit or fee for work performed under the contract of the transf eree* . In 
other cases, where the conditions outlined below do riot exist, inter-com- 
pany or inter-divisional sales or transfers of materials shall be stated at 
cost to the transferor for purposes of contract pricing of the transferee • 
(1) When inter-company' or inter-divisional sales or transfers 
of materials are priced in excess of cost, they shall be priced, inso- 
far as possible, upon the basis of the lowest market price determined 
in consideration of the following: " " 

(i) The price is the transferor's lowest sales price to 
nonaffiliated customers 'for the same 6r a sianilar Item, quantity 
and, quality considered} 

(ii) The price for the same or substantially similar items 
is quoted at reasonable intervals in financial or 'trade publica- 
tions; 

^ (iii) The prices of other suppliers for the same- or sub- 
stantially similar items can be established through quotations. 


correspondence^ or by other means* 

(2) In case the transferor is a separate corporation or partner- 
ship in which nonaffiliated parties hold a minority interest of 10 per- 
cent or more, a reasonable margin of profit on such sales in recogni- 
tion of the minority interest may be permitted by agreement notwith- 
standing inability to determine market prices in accordance with para- 
graph (1) above* 

(3) Under special circumstances, inter-company or inter-divi- 
sional sa.les or transfers may be priced to include a profit to the 
transferor when no evidence exists as to market prices, provided, in 
the opinion of the contracting officer, the total price paid by the 
Government for work performed \inder the contract of the transferee 

is not, increased by isuch pricing procodiires* This departure from the 
basis of pricing such salfes or transfers at market prices determined 
in accordance with paragraph (1) above or cost to the transferor 
should be authorized only where all of the following circumstances 
exists 

(i) The management of the transferring unit is signifi- 
cantly independent (though* not necessarily autonomous) of the 
acquiring unit; 

(ii) It is the contractor's long established practice to 
price intercompany transfers at other than cost and. to apply 
such practice to transfers of commercial work as wellj 

(iii) Routing of work through the integrated unit is not 
affected by departure from the cost basis with consequent in- 
crease in total actual production costs of the work. 


Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 
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Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 
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labor at an .-average rate, or 'to use standard labor rates, with consequent 
savings in clerical e^cpense or iirlprbvement in labor 'tontrol, such methods' 
may be used, provided l&bor groupings and the adjustment for cost variances 
result in a reasonably accurate assessinent of total charges^ Similarly, when 
labor costs are required for making cost estimates, the use of standard labor 
rates and standard time allov/ances (appropriately adjusted for experience 
variances) or reliable engineering estimates is acceptable. Ordinarily the 
use of v/age" rates higher than current going*rates will not be permitted for 
estimating purposes • In order to avoid substantial allowances for such con- 
tingencies, escalation or price-redetermination clauses are provided. ' Ho\v- 
ever, situations involving inore^.ses in T^age rates which are reasonably cer- 
tain and determinable or relatively minor in amount may warrant recognition 
being driven thereto in making estimates. 

15-312.1 Fringe Be nef its—Va c ations, Holidays, Sick Leave, Military 

Leave J Pension and Retirement Plans j and Employee Insurance ^ but 

Exclude -Severance Pays . 

uomcensa-cion or tnese t3"pes is allovfable to the extent that, in each individual 
case, it is reouired by (i) lavi^ (ii) employer-employee agreement, (iii)' 
established policj*' that constitutes, in effect, an implicit agreement on 
the contractor's part, or (iv) circumstances of the particular emplosanent. " 

The cost of "fringe benefits" is part of the cost of the work performed 
by the employee vrhile on the job, and must be considered as having a direct 
relationship to such v/ork. Hov/ever, in recognition of the different' account- 
ing treatments by different contractors accorded fringe benefits, the cost 
thereof may be allocated to Government contracts on any of the following 
bases, provided equitable results are achieved: 

(a) Each class of compensation is preferably 
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to be ?.ccrued as a cost over the period in which it is earned. 

(b) •■liere it is the contractor's established practice to record the 
costs at the time of payment^ such practice may be acceptable* This is 
the most commonly used method of accounting for "fringe benefits^" but 
its use might result in inequities in some cases» For example, if a 
Government contract v/as performed over the summer months during vrhich 
most of the contractor's employees took vacations or military 3.eaves, 
recognition of the cost at time of payment v/ou3,d be inequitable to the 
Governmentt On the other hand, if the contract or contracts extended 
over approximateljr one year arKi the proportion of Government v:ork to 
the contractor's commercial work remained stable, this method might be 
equitable. _ ' \ 


(c) H'hen the costs of any of the elements of fringe benefits are 
greater or lesser udth respect to defense, business as compared with 
nondefense business, such costs should be allocated, so far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistentljT for 
all elements of fringe benefits having a different cost relationship 
of defense business as compared with nondefense businer-ss, 


(i) It may b-- practicable to negotiate c:?quit5blc rate for tVinf-r. 


benefits based upon experience .for a representative period in lieu of 
individual consideration for each iten# Changed conditions and cir- 
cumstances Y«ould have to be considered in making such ia determination • 
The experience rate rrould then be applied to the more direct labor costs 
to determine the allo\7able costs # The use of such rate should be subject 
to revision in light of changed conditions • 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix ^ to this Section* 

l$-312»l| Severance Pay » The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) lav:, 

"... 

(ii) emploj^er-employee agreement, (iii) established policy that constitutes, 
in effect, an implicit agreement on the contractor's part, or (iv) circumr- 
stances of the particular employment • Theoretically, the right to severance 
pay is earned during the entire period of employment of the individual or, 
T^hen b5?.sed upon specified years of service, is earned during those yearst 
In theory, the cost of severance payments should be recorded in the contract^ 
or^s accounts during the periods in vjhich the employee earned the right to 
such pajTnents. Horrever, fe^; contractors accrue severance payments because 
(l) the clerical expense involved in identifying and recording the cost for 
each employee is not justified; and (2) there is considerable doubt that 
any substantial payments v/ill have to be made since payment is solely con- 
tingent upon future events* 

The cost of severance payments may be included in cost estimates only 
to the extent that such estimates are based upon severance payments actually 
xaade over a representative past period* In determining historical costs 
severance payments actually made are allowable if not in excess of the cor-t 


of such payments over a representative past periods l/Vhere the Contractor pro- 
vides for accruals of severance payments in lieu of recording the cost thereof 
at the time of payment, such method ^vill be acceptable if the amount of the 
accrual is reasonable in light of payments actually made over a representative 
pr.st period* Generally, the cost of severance payments made during the per- 
forma.nce of defense contracts should be allo.cated to all classes of v;ork being 
performed at the time of payment s^ince it is a reduction of total work which 
causes the severance • Because of the degree of un.certainty surrounding defense 
production, the^. f ollovdng paragraphs are devoted to the treatment of severance 
payments anticipated to be necessary upon the completion or termination of 
defanse product ion t 

l^?here the contractor is an established concern and its level of employ- . 
ment h^.s not been substantially increased mth the advent of defense contracts, 
the contingency of substantial severance pa;7ments upon completion or. termina- 
tion qf such contracts is so remote that consideration need not be given 
theratc^ in making cost estima.tes or in determining historical costs* 

-A- specific contractual provision may recognize severance pay in either 
of the f ollovdng situations: > 

(1) The centre? ctor is nev/ly established, is producing other 
than a substantially standard commercial item, and the weight of availa-^ 
blc evidence indicates that upon completion of defense vrork the contrac- 
tor's operations v:ill cease or greatly diminish* Illustrative of this 
situa.tion is a contractor organized to operate a Government-owned facility* 

(2) The contractor is not newly established, is producing other 
than a substantially commercial item, and its level of employment increased 
substantially v;ith the advent of defense contracts (particularly rliere new 


facilities cfr ma.3or..poirbions .theri^o£j/ere placeci'.in ..operation) an* the* 
vjeight o'f available evidence indic'ates that upon the completion of defehse 
v;ork the conti^actor^s oper*atioiis v/ill shrinlc to approximately the pre- 
contrrct a^7a^d levels ' = 
'in either case (l) or (2) above the treatment of severance pay bjr con- ' 
tractual provision should vaiy vdth the type of contract*' In the- case of ' 
cost-t:,T5e contracts and those fixed price contracts the price' of Avhich is 
negotiated upon completion, the contractual provision may provide for recog- 
nition of severance payments actually made upon completion or termination* 

l^iHiere price is deterained before completion, estimates' of severance pay 
costs may bfe included in total estimated cost* Determination 'of the amouht " 
of severance pay to be included in eoet estimates is particularly difficult* 
The amount incl-uded should not be the estimated total possible future" liability 
for severance pajTnents since the contractor is expected to give notice of 
separation in lieu of making severance paymerlts*' The ^oiint included should 
represent a conservative estimate in light of the degree of contingent risk 
assuTiied hy the contractor* Where agreement is not possible, consideration ■ ■ 
should be given to the use of a type of contract \7hrch Yjould permit recogni- 
tion of the cost of severance pajanents upon completion or *erininat*ion of the* 
contract* v.here an allowance for severance pay i& pr Qvided.. In ;a. fixed price 
contract, care must be exercised to prevent duplication of alloT/ance* therefor 
in other contracts* • " ' 


15-^312 #2 Premium Payments for Overtline and Extra^Shlft Work > Costs of 

this nature consist of only the premium portion of overtime and extra-^shift 

payments or accruals to employees, not the straight- time portion* Thus, if 

the rate for overtime v/ork is time-and-one-half of the regular rate, the 

premium portion is the additional one-half t Similarly, if the wage rate for 

« 

a second shift is tv/enty cents an hour above the regular rate, this additional 
amount is the premiumt 

Overtime and shift premiums are allov/able, but the contractor must dis- 
close and .iustify overtime other than of an occasional nature* Vihenever such 
overtime allovr?nces are claimed under cost-type contracts, approval of the 
contracting officer or his authorized representative must be obtained* (See 
paragraph 12-102*) 

Such premiums majr be classified as either direct or indirect labor cost, 
but overtime premiums should be separatelj'- stated in either event* When treated 
as. direct labor cost, overtime premiums should not be included in the base 
.for distribution of overhead* The amount of overtime and shift premium cost 
charged on Government contracts shall not be disproportionate to the amount 
of such costs charged on non-Government i^rork being concurrently performed in 
the contractor's plant* 

15-312*3 Unclaimed V^ages » Costs under cost-reimbursement-t^/pe contracts 
should reflect a credit for unclaimed Y;ages based upon agreement as to the 
amount thereof reasonably expected not to be paid subsequent to the date' of 
settlement* In this event, all \inclaimed wage liability rests v;ith the c^-.i-^- 
tractor* IFIhen such an agreement cannot be reached, the Government T/ill assums 
liability for pajTiient of unclaimed v/ages and eliminate all allovrances there- 
for from reimbursement to the contractor* 


15-313 Other Manufacturing Expenses ; 

15-313 #01 Allocation of Indirect Manufacturing Expenses ^ /miong the 

acceptable bases, depending upon circumstances, for allocating indirect man- 

• » * 

ufacturing expenses are direct-labor-cost, direct-labor-hours, ma.chine-hours , 

• •• 

and units processed. In more complex manufacturing plants, it is appro- 
priate to departmentalize the plant for purposes of accounting for manufac- 
turing expenses when any given type of defense production is concentrated 
in departments having a much higher or lover expense rate than the average ♦ 
Expense departmentalization is also desirable in. larger and more complex 
plants for purposes of expense buc^geting and control bj^ the responsible 
foreman, regardless of the need for a more refined method of expense allo- 
cation. V^^hen manui acturing e:qpenses . are departmentalized, it is necessary 
to cliarge service-department expenses (such as the power plant) and fac- 
'torj general expenses (such as taxes, insurance, etc.) to the productive 
departments on appropriate bases before allocating the respective produc- 
tive department expenses to products (or parts thereof) or to contracts or 
job orders for products. Appropriate bases should be selected for service- 
. department end other expense distributions to productive departments - e.g., 
kilovjatts of connected power load or metered power consumption, in the 
case of oleptric power ♦ 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor effort, in any' productive department, it is most siinple, as 
well as appropriate, to use thrt basis of expense allocation in preference 
to a direct-labor-houl\ or machine-hour basis. When there is much automatic 
or semiautomatic machinerj^ in a productive department, the use of a machine- 
hour-rate is generally more appropriate for expense allocation. The units- 
process ed-bas is of allocation is generally appropriate when a given productive 


department processes only one iten, or the several items are so similar as 
to be susceptible to measurement of units processed in terms pf/a common de- 
nominator — e«g«, steel" sheets of various gauges processed through a roll- 
ing mill* " 

15-313 • 02 Allocation of Engineering Expenses t Engineering expenses 
include such items as the cost of product design, tool design, lay-out of 
production lines, detemination of machine methods and drafting. The prin- 
*ciple of direct costing (see paragraph 15-211)- would indicate the desir- 
ability of charging directly to the benefitted activities (production, fa- 
cilities, and research and development) all engineering costs which can be 
directly identified Tilth such activities, leaving only a relatively minor 
amount of engineering costs (consisting chiefly of • engine erijig administra- 
tive e^cpenses) to be allocated to the activities* -All engineering costs 
charged directly or allocated should in turn be assigned to products, prod- 
uct lines, job orders, contracts, etc* Further treatment of various prob- 
lems in connection >7ith the costing of research and development, tooling, 

and preproduction expenses is included in this Par.t (sec paragraph ^ ); 

facilities contracts are included in" Part km 

15-313 .03 Depreciation , 

(a) Depreciation accounting is a system of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if 'any), over their estimated useful life in a systematic and rational man- 
ner. It is a process of allocation, hot of valuation. . Depreciation for 
the year is the portion of the total charge under such a system that is al- 
located to the year^ Depreciation on a contractor's plant, equipment and 
other capital facilities is an allowable element of contract cost, usually 
of an indirect nature. 


(b) Useful life> as above referred .tO| has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from phj^^sical life. In establishing estimated useful life, 
consideration should be given to all of the factors of wear and tear, ob- 
solescence (both economic and technological), and inadequacy, which are com- 
mpn to the depreciation problem. Of these factors, obsolescence is most 
often the limiting or controlling one. Obsolescence of facilities, from 
the standpoint of economic utilitjr, is always a prospect or contingency to 
be anticipated (differing only in degree, in each instance) with respect to 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant and equipment. Costs of depreciation and maintenance are 
mutually related. Wear and tosx may be increased by lack of maintenance 

or viBTf be made good by maintenance (often indefinitely, so long as it is 
economi-cal to do so and provided obsolescence or inadequacy has not become 
eminent).. Hence, estimates of useful life of facilities in each case should 
take into consideration the actual maintenance policy in effect* 

(c) Depreciation may be deter-Tdned by application of any one of the 
generally accepted methods; however, the selected method and rate of depre- 
ciation used . should, in the absence of compelling, reasons to the contrarj'^, 
consistently be applied from year to year. Generally, however, deprecia- 
tion is too intangible to warrant attempts at meticulous estiinates by ap- 
plication of rates by individual iteiiis of plant and equipment, although 
such cittempts are frequent and will be recognized. Hence, deprccic'-.tion 
will generally be determined by groups of facilities for which the factors 
bearing on estmated useful life are siinilar* The amount of depreciation 
written off in any fiscal period may vary with volume of production or be 
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increased for multishift operation, provided the method followed is con- 
sistent ifith basic objective set forth in subparagraph (b) above. Special 
methods have. been established for deteriiiining depreciation on emergency 
facilities covered by Certificates of Necessity by a special directive set 
forth in an appendix of this Section • • . . 

Xd) Depreciation should be based upon original cost of the facilities, 
X'jhether measured by purchase agreement for a cash consideration, the fair 
value of securities issued in exchange, or similar appropriate measures, 
/^although it is poriTiissible that such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practice will be followed consistently 
in the future and also provided that othen-ziso the charge is made at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view of the estim^-tod useful life of 
the facilities. In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in^the deprecir?.tion charge for the current year./ No other basis 
of determining appreciation in value of facilities may be utilized in de- 
terr.dning;. depreciation for purposes of contract costs; for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
are applicable^ ^ ^ . 


-^Particular attention is invited to the subject matter between the brackets ♦ 
It is desired that comment be submitted on this concept, together with sub- 
stantiation therefor. 


Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 


. 1; • 


) 


labor at an .-average rate, or 'to use standard labor rates, with consequent 
savings in clerical e^cpense or iirlprbvement in labor 'tontrol, such methods' 
may be used, provided l&bor groupings and the adjustment for cost variances 
result in a reasonably accurate assessinent of total charges^ Similarly, when 
labor costs are required for making cost estimates, the use of standard labor 
rates and standard time allov/ances (appropriately adjusted for experience 
variances) or reliable engineering estimates is acceptable. Ordinarily the 
use of v/age" rates higher than current going*rates will not be permitted for 
estimating purposes • In order to avoid substantial allowances for such con- 
tingencies, escalation or price-redetermination clauses are provided. ' Ho\v- 
ever, situations involving inore^.ses in T^age rates which are reasonably cer- 
tain and determinable or relatively minor in amount may warrant recognition 
being driven thereto in making estimates. 

15-312.1 Fringe Be nef its—Va c ations, Holidays, Sick Leave, Military 

Leave J Pension and Retirement Plans j and Employee Insurance ^ but 

Exclude -Severance Pays . 

uomcensa-cion or tnese t3"pes is allovfable to the extent that, in each individual 
case, it is reouired by (i) lavi^ (ii) employer-employee agreement, (iii)' 
established policj*' that constitutes, in effect, an implicit agreement on 
the contractor's part, or (iv) circumstances of the particular emplosanent. " 

The cost of "fringe benefits" is part of the cost of the work performed 
by the employee vrhile on the job, and must be considered as having a direct 
relationship to such v/ork. Hov/ever, in recognition of the different' account- 
ing treatments by different contractors accorded fringe benefits, the cost 
thereof may be allocated to Government contracts on any of the following 
bases, provided equitable results are achieved: 

(a) Each class of compensation is preferably 

. 5: ^ 


to be ?.ccrued as a cost over the period in which it is earned. 

(b) •■liere it is the contractor's established practice to record the 
costs at the time of payment^ such practice may be acceptable* This is 
the most commonly used method of accounting for "fringe benefits^" but 
its use might result in inequities in some cases» For example, if a 
Government contract v/as performed over the summer months during vrhich 
most of the contractor's employees took vacations or military 3.eaves, 
recognition of the cost at time of payment v/ou3,d be inequitable to the 
Governmentt On the other hand, if the contract or contracts extended 
over approximateljr one year arKi the proportion of Government v:ork to 
the contractor's commercial work remained stable, this method might be 
equitable. _ ' \ 


(c) H'hen the costs of any of the elements of fringe benefits are 
greater or lesser udth respect to defense, business as compared with 
nondefense business, such costs should be allocated, so far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistentljT for 
all elements of fringe benefits having a different cost relationship 
of defense business as compared with nondefense businer-ss, 


(i) It may b-- practicable to negotiate c:?quit5blc rate for tVinf-r. 


benefits based upon experience .for a representative period in lieu of 
individual consideration for each iten# Changed conditions and cir- 
cumstances Y«ould have to be considered in making such ia determination • 
The experience rate rrould then be applied to the more direct labor costs 
to determine the allo\7able costs # The use of such rate should be subject 
to revision in light of changed conditions • 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix ^ to this Section* 

l$-312»l| Severance Pay » The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) lav:, 

"... 

(ii) emploj^er-employee agreement, (iii) established policy that constitutes, 
in effect, an implicit agreement on the contractor's part, or (iv) circumr- 
stances of the particular employment • Theoretically, the right to severance 
pay is earned during the entire period of employment of the individual or, 
T^hen b5?.sed upon specified years of service, is earned during those yearst 
In theory, the cost of severance payments should be recorded in the contract^ 
or^s accounts during the periods in vjhich the employee earned the right to 
such pajTnents. Horrever, fe^; contractors accrue severance payments because 
(l) the clerical expense involved in identifying and recording the cost for 
each employee is not justified; and (2) there is considerable doubt that 
any substantial payments v/ill have to be made since payment is solely con- 
tingent upon future events* 

The cost of severance payments may be included in cost estimates only 
to the extent that such estimates are based upon severance payments actually 
xaade over a representative past period* In determining historical costs 
severance payments actually made are allowable if not in excess of the cor-t 


of such payments over a representative past periods l/Vhere the Contractor pro- 
vides for accruals of severance payments in lieu of recording the cost thereof 
at the time of payment, such method ^vill be acceptable if the amount of the 
accrual is reasonable in light of payments actually made over a representative 
pr.st period* Generally, the cost of severance payments made during the per- 
forma.nce of defense contracts should be allo.cated to all classes of v;ork being 
performed at the time of payment s^ince it is a reduction of total work which 
causes the severance • Because of the degree of un.certainty surrounding defense 
production, the^. f ollovdng paragraphs are devoted to the treatment of severance 
payments anticipated to be necessary upon the completion or termination of 
defanse product ion t 

l^?here the contractor is an established concern and its level of employ- . 
ment h^.s not been substantially increased mth the advent of defense contracts, 
the contingency of substantial severance pa;7ments upon completion or. termina- 
tion qf such contracts is so remote that consideration need not be given 
theratc^ in making cost estima.tes or in determining historical costs* 

-A- specific contractual provision may recognize severance pay in either 
of the f ollovdng situations: > 

(1) The centre? ctor is nev/ly established, is producing other 
than a substantially standard commercial item, and the weight of availa-^ 
blc evidence indicates that upon completion of defense vrork the contrac- 
tor's operations v:ill cease or greatly diminish* Illustrative of this 
situa.tion is a contractor organized to operate a Government-owned facility* 

(2) The contractor is not newly established, is producing other 
than a substantially commercial item, and its level of employment increased 
substantially v;ith the advent of defense contracts (particularly rliere new 


facilities cfr ma.3or..poirbions .theri^o£j/ere placeci'.in ..operation) an* the* 
vjeight o'f available evidence indic'ates that upon the completion of defehse 
v;ork the conti^actor^s oper*atioiis v/ill shrinlc to approximately the pre- 
contrrct a^7a^d levels ' = 
'in either case (l) or (2) above the treatment of severance pay bjr con- ' 
tractual provision should vaiy vdth the type of contract*' In the- case of ' 
cost-t:,T5e contracts and those fixed price contracts the price' of Avhich is 
negotiated upon completion, the contractual provision may provide for recog- 
nition of severance payments actually made upon completion or termination* 

l^iHiere price is deterained before completion, estimates' of severance pay 
costs may bfe included in total estimated cost* Determination 'of the amouht " 
of severance pay to be included in eoet estimates is particularly difficult* 
The amount incl-uded should not be the estimated total possible future" liability 
for severance pajTnents since the contractor is expected to give notice of 
separation in lieu of making severance paymerlts*' The ^oiint included should 
represent a conservative estimate in light of the degree of contingent risk 
assuTiied hy the contractor* Where agreement is not possible, consideration ■ ■ 
should be given to the use of a type of contract \7hrch Yjould permit recogni- 
tion of the cost of severance pajanents upon completion or *erininat*ion of the* 
contract* v.here an allowance for severance pay i& pr Qvided.. In ;a. fixed price 
contract, care must be exercised to prevent duplication of alloT/ance* therefor 
in other contracts* • " ' 


15-^312 #2 Premium Payments for Overtline and Extra^Shlft Work > Costs of 

this nature consist of only the premium portion of overtime and extra-^shift 

payments or accruals to employees, not the straight- time portion* Thus, if 

the rate for overtime v/ork is time-and-one-half of the regular rate, the 

premium portion is the additional one-half t Similarly, if the wage rate for 

« 

a second shift is tv/enty cents an hour above the regular rate, this additional 
amount is the premiumt 

Overtime and shift premiums are allov/able, but the contractor must dis- 
close and .iustify overtime other than of an occasional nature* Vihenever such 
overtime allovr?nces are claimed under cost-type contracts, approval of the 
contracting officer or his authorized representative must be obtained* (See 
paragraph 12-102*) 

Such premiums majr be classified as either direct or indirect labor cost, 
but overtime premiums should be separatelj'- stated in either event* When treated 
as. direct labor cost, overtime premiums should not be included in the base 
.for distribution of overhead* The amount of overtime and shift premium cost 
charged on Government contracts shall not be disproportionate to the amount 
of such costs charged on non-Government i^rork being concurrently performed in 
the contractor's plant* 

15-312*3 Unclaimed V^ages » Costs under cost-reimbursement-t^/pe contracts 
should reflect a credit for unclaimed Y;ages based upon agreement as to the 
amount thereof reasonably expected not to be paid subsequent to the date' of 
settlement* In this event, all \inclaimed wage liability rests v;ith the c^-.i-^- 
tractor* IFIhen such an agreement cannot be reached, the Government T/ill assums 
liability for pajTiient of unclaimed v/ages and eliminate all allovrances there- 
for from reimbursement to the contractor* 


15-313 Other Manufacturing Expenses ; 

15-313 #01 Allocation of Indirect Manufacturing Expenses ^ /miong the 

acceptable bases, depending upon circumstances, for allocating indirect man- 

• » * 

ufacturing expenses are direct-labor-cost, direct-labor-hours, ma.chine-hours , 

• •• 

and units processed. In more complex manufacturing plants, it is appro- 
priate to departmentalize the plant for purposes of accounting for manufac- 
turing expenses when any given type of defense production is concentrated 
in departments having a much higher or lover expense rate than the average ♦ 
Expense departmentalization is also desirable in. larger and more complex 
plants for purposes of expense buc^geting and control bj^ the responsible 
foreman, regardless of the need for a more refined method of expense allo- 
cation. V^^hen manui acturing e:qpenses . are departmentalized, it is necessary 
to cliarge service-department expenses (such as the power plant) and fac- 
'torj general expenses (such as taxes, insurance, etc.) to the productive 
departments on appropriate bases before allocating the respective produc- 
tive department expenses to products (or parts thereof) or to contracts or 
job orders for products. Appropriate bases should be selected for service- 
. department end other expense distributions to productive departments - e.g., 
kilovjatts of connected power load or metered power consumption, in the 
case of oleptric power ♦ 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor effort, in any' productive department, it is most siinple, as 
well as appropriate, to use thrt basis of expense allocation in preference 
to a direct-labor-houl\ or machine-hour basis. When there is much automatic 
or semiautomatic machinerj^ in a productive department, the use of a machine- 
hour-rate is generally more appropriate for expense allocation. The units- 
process ed-bas is of allocation is generally appropriate when a given productive 


department processes only one iten, or the several items are so similar as 
to be susceptible to measurement of units processed in terms pf/a common de- 
nominator — e«g«, steel" sheets of various gauges processed through a roll- 
ing mill* " 

15-313 • 02 Allocation of Engineering Expenses t Engineering expenses 
include such items as the cost of product design, tool design, lay-out of 
production lines, detemination of machine methods and drafting. The prin- 
*ciple of direct costing (see paragraph 15-211)- would indicate the desir- 
ability of charging directly to the benefitted activities (production, fa- 
cilities, and research and development) all engineering costs which can be 
directly identified Tilth such activities, leaving only a relatively minor 
amount of engineering costs (consisting chiefly of • engine erijig administra- 
tive e^cpenses) to be allocated to the activities* -All engineering costs 
charged directly or allocated should in turn be assigned to products, prod- 
uct lines, job orders, contracts, etc* Further treatment of various prob- 
lems in connection >7ith the costing of research and development, tooling, 

and preproduction expenses is included in this Par.t (sec paragraph ^ ); 

facilities contracts are included in" Part km 

15-313 .03 Depreciation , 

(a) Depreciation accounting is a system of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if 'any), over their estimated useful life in a systematic and rational man- 
ner. It is a process of allocation, hot of valuation. . Depreciation for 
the year is the portion of the total charge under such a system that is al- 
located to the year^ Depreciation on a contractor's plant, equipment and 
other capital facilities is an allowable element of contract cost, usually 
of an indirect nature. 


(b) Useful life> as above referred .tO| has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from phj^^sical life. In establishing estimated useful life, 
consideration should be given to all of the factors of wear and tear, ob- 
solescence (both economic and technological), and inadequacy, which are com- 
mpn to the depreciation problem. Of these factors, obsolescence is most 
often the limiting or controlling one. Obsolescence of facilities, from 
the standpoint of economic utilitjr, is always a prospect or contingency to 
be anticipated (differing only in degree, in each instance) with respect to 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant and equipment. Costs of depreciation and maintenance are 
mutually related. Wear and tosx may be increased by lack of maintenance 

or viBTf be made good by maintenance (often indefinitely, so long as it is 
economi-cal to do so and provided obsolescence or inadequacy has not become 
eminent).. Hence, estimates of useful life of facilities in each case should 
take into consideration the actual maintenance policy in effect* 

(c) Depreciation may be deter-Tdned by application of any one of the 
generally accepted methods; however, the selected method and rate of depre- 
ciation used . should, in the absence of compelling, reasons to the contrarj'^, 
consistently be applied from year to year. Generally, however, deprecia- 
tion is too intangible to warrant attempts at meticulous estiinates by ap- 
plication of rates by individual iteiiis of plant and equipment, although 
such cittempts are frequent and will be recognized. Hence, deprccic'-.tion 
will generally be determined by groups of facilities for which the factors 
bearing on estmated useful life are siinilar* The amount of depreciation 
written off in any fiscal period may vary with volume of production or be 
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increased for multishift operation, provided the method followed is con- 
sistent ifith basic objective set forth in subparagraph (b) above. Special 
methods have. been established for deteriiiining depreciation on emergency 
facilities covered by Certificates of Necessity by a special directive set 
forth in an appendix of this Section • • . . 

Xd) Depreciation should be based upon original cost of the facilities, 
X'jhether measured by purchase agreement for a cash consideration, the fair 
value of securities issued in exchange, or similar appropriate measures, 
/^although it is poriTiissible that such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practice will be followed consistently 
in the future and also provided that othen-ziso the charge is made at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view of the estim^-tod useful life of 
the facilities. In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in^the deprecir?.tion charge for the current year./ No other basis 
of determining appreciation in value of facilities may be utilized in de- 
terr.dning;. depreciation for purposes of contract costs; for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
are applicable^ ^ ^ . 


-^Particular attention is invited to the subject matter between the brackets ♦ 
It is desired that comment be submitted on this concept, together with sub- 
stantiation therefor. 


(e) No depreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully depreciated but still in 
use when a substantial portion of such depreciation was on a basis, that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or subcontracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may coinpute normal depreciation on the 
cost of facilities in use without reference to previous depreciation pro- 
visions^ Fully depreciated facilities will be deteriTiined on the basis of 
relating original cost to accumulated depreciation on such cost, regardless 
of whetJier there is an adjustment of current depreciation charges based 
upon adjusting the cost of facilities to current price levels « 

(f ) No depreciation may be allowed on facilities which are not in 
use, except such facilities as are held for reasonable production standby 
purposes and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production* 

15-313^ Oil. Repairs and Maintenance > Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and made the subject of depreciation^ There 
is, of course, a twilight zone between repairs and maintenance and capital 
expenditures within which a contractor should be permitted to operate upon 
the basis of his established accounting practice, if the results are equit- 
able. For example, certain major costs of building alterations and rebuild- 
ing or 
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Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 


. 1; • 


) 


labor at an .-average rate, or 'to use standard labor rates, with consequent 
savings in clerical e^cpense or iirlprbvement in labor 'tontrol, such methods' 
may be used, provided l&bor groupings and the adjustment for cost variances 
result in a reasonably accurate assessinent of total charges^ Similarly, when 
labor costs are required for making cost estimates, the use of standard labor 
rates and standard time allov/ances (appropriately adjusted for experience 
variances) or reliable engineering estimates is acceptable. Ordinarily the 
use of v/age" rates higher than current going*rates will not be permitted for 
estimating purposes • In order to avoid substantial allowances for such con- 
tingencies, escalation or price-redetermination clauses are provided. ' Ho\v- 
ever, situations involving inore^.ses in T^age rates which are reasonably cer- 
tain and determinable or relatively minor in amount may warrant recognition 
being driven thereto in making estimates. 

15-312.1 Fringe Be nef its—Va c ations, Holidays, Sick Leave, Military 

Leave J Pension and Retirement Plans j and Employee Insurance ^ but 

Exclude -Severance Pays . 

uomcensa-cion or tnese t3"pes is allovfable to the extent that, in each individual 
case, it is reouired by (i) lavi^ (ii) employer-employee agreement, (iii)' 
established policj*' that constitutes, in effect, an implicit agreement on 
the contractor's part, or (iv) circumstances of the particular emplosanent. " 

The cost of "fringe benefits" is part of the cost of the work performed 
by the employee vrhile on the job, and must be considered as having a direct 
relationship to such v/ork. Hov/ever, in recognition of the different' account- 
ing treatments by different contractors accorded fringe benefits, the cost 
thereof may be allocated to Government contracts on any of the following 
bases, provided equitable results are achieved: 

(a) Each class of compensation is preferably 
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to be ?.ccrued as a cost over the period in which it is earned. 

(b) •■liere it is the contractor's established practice to record the 
costs at the time of payment^ such practice may be acceptable* This is 
the most commonly used method of accounting for "fringe benefits^" but 
its use might result in inequities in some cases» For example, if a 
Government contract v/as performed over the summer months during vrhich 
most of the contractor's employees took vacations or military 3.eaves, 
recognition of the cost at time of payment v/ou3,d be inequitable to the 
Governmentt On the other hand, if the contract or contracts extended 
over approximateljr one year arKi the proportion of Government v:ork to 
the contractor's commercial work remained stable, this method might be 
equitable. _ ' \ 


(c) H'hen the costs of any of the elements of fringe benefits are 
greater or lesser udth respect to defense, business as compared with 
nondefense business, such costs should be allocated, so far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistentljT for 
all elements of fringe benefits having a different cost relationship 
of defense business as compared with nondefense businer-ss, 


(i) It may b-- practicable to negotiate c:?quit5blc rate for tVinf-r. 


benefits based upon experience .for a representative period in lieu of 
individual consideration for each iten# Changed conditions and cir- 
cumstances Y«ould have to be considered in making such ia determination • 
The experience rate rrould then be applied to the more direct labor costs 
to determine the allo\7able costs # The use of such rate should be subject 
to revision in light of changed conditions • 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix ^ to this Section* 

l$-312»l| Severance Pay » The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) lav:, 

"... 

(ii) emploj^er-employee agreement, (iii) established policy that constitutes, 
in effect, an implicit agreement on the contractor's part, or (iv) circumr- 
stances of the particular employment • Theoretically, the right to severance 
pay is earned during the entire period of employment of the individual or, 
T^hen b5?.sed upon specified years of service, is earned during those yearst 
In theory, the cost of severance payments should be recorded in the contract^ 
or^s accounts during the periods in vjhich the employee earned the right to 
such pajTnents. Horrever, fe^; contractors accrue severance payments because 
(l) the clerical expense involved in identifying and recording the cost for 
each employee is not justified; and (2) there is considerable doubt that 
any substantial payments v/ill have to be made since payment is solely con- 
tingent upon future events* 

The cost of severance payments may be included in cost estimates only 
to the extent that such estimates are based upon severance payments actually 
xaade over a representative past period* In determining historical costs 
severance payments actually made are allowable if not in excess of the cor-t 


of such payments over a representative past periods l/Vhere the Contractor pro- 
vides for accruals of severance payments in lieu of recording the cost thereof 
at the time of payment, such method ^vill be acceptable if the amount of the 
accrual is reasonable in light of payments actually made over a representative 
pr.st period* Generally, the cost of severance payments made during the per- 
forma.nce of defense contracts should be allo.cated to all classes of v;ork being 
performed at the time of payment s^ince it is a reduction of total work which 
causes the severance • Because of the degree of un.certainty surrounding defense 
production, the^. f ollovdng paragraphs are devoted to the treatment of severance 
payments anticipated to be necessary upon the completion or termination of 
defanse product ion t 

l^?here the contractor is an established concern and its level of employ- . 
ment h^.s not been substantially increased mth the advent of defense contracts, 
the contingency of substantial severance pa;7ments upon completion or. termina- 
tion qf such contracts is so remote that consideration need not be given 
theratc^ in making cost estima.tes or in determining historical costs* 

-A- specific contractual provision may recognize severance pay in either 
of the f ollovdng situations: > 

(1) The centre? ctor is nev/ly established, is producing other 
than a substantially standard commercial item, and the weight of availa-^ 
blc evidence indicates that upon completion of defense vrork the contrac- 
tor's operations v:ill cease or greatly diminish* Illustrative of this 
situa.tion is a contractor organized to operate a Government-owned facility* 

(2) The contractor is not newly established, is producing other 
than a substantially commercial item, and its level of employment increased 
substantially v;ith the advent of defense contracts (particularly rliere new 


facilities cfr ma.3or..poirbions .theri^o£j/ere placeci'.in ..operation) an* the* 
vjeight o'f available evidence indic'ates that upon the completion of defehse 
v;ork the conti^actor^s oper*atioiis v/ill shrinlc to approximately the pre- 
contrrct a^7a^d levels ' = 
'in either case (l) or (2) above the treatment of severance pay bjr con- ' 
tractual provision should vaiy vdth the type of contract*' In the- case of ' 
cost-t:,T5e contracts and those fixed price contracts the price' of Avhich is 
negotiated upon completion, the contractual provision may provide for recog- 
nition of severance payments actually made upon completion or termination* 

l^iHiere price is deterained before completion, estimates' of severance pay 
costs may bfe included in total estimated cost* Determination 'of the amouht " 
of severance pay to be included in eoet estimates is particularly difficult* 
The amount incl-uded should not be the estimated total possible future" liability 
for severance pajTnents since the contractor is expected to give notice of 
separation in lieu of making severance paymerlts*' The ^oiint included should 
represent a conservative estimate in light of the degree of contingent risk 
assuTiied hy the contractor* Where agreement is not possible, consideration ■ ■ 
should be given to the use of a type of contract \7hrch Yjould permit recogni- 
tion of the cost of severance pajanents upon completion or *erininat*ion of the* 
contract* v.here an allowance for severance pay i& pr Qvided.. In ;a. fixed price 
contract, care must be exercised to prevent duplication of alloT/ance* therefor 
in other contracts* • " ' 


15-^312 #2 Premium Payments for Overtline and Extra^Shlft Work > Costs of 

this nature consist of only the premium portion of overtime and extra-^shift 

payments or accruals to employees, not the straight- time portion* Thus, if 

the rate for overtime v/ork is time-and-one-half of the regular rate, the 

premium portion is the additional one-half t Similarly, if the wage rate for 

« 

a second shift is tv/enty cents an hour above the regular rate, this additional 
amount is the premiumt 

Overtime and shift premiums are allov/able, but the contractor must dis- 
close and .iustify overtime other than of an occasional nature* Vihenever such 
overtime allovr?nces are claimed under cost-type contracts, approval of the 
contracting officer or his authorized representative must be obtained* (See 
paragraph 12-102*) 

Such premiums majr be classified as either direct or indirect labor cost, 
but overtime premiums should be separatelj'- stated in either event* When treated 
as. direct labor cost, overtime premiums should not be included in the base 
.for distribution of overhead* The amount of overtime and shift premium cost 
charged on Government contracts shall not be disproportionate to the amount 
of such costs charged on non-Government i^rork being concurrently performed in 
the contractor's plant* 

15-312*3 Unclaimed V^ages » Costs under cost-reimbursement-t^/pe contracts 
should reflect a credit for unclaimed Y;ages based upon agreement as to the 
amount thereof reasonably expected not to be paid subsequent to the date' of 
settlement* In this event, all \inclaimed wage liability rests v;ith the c^-.i-^- 
tractor* IFIhen such an agreement cannot be reached, the Government T/ill assums 
liability for pajTiient of unclaimed v/ages and eliminate all allovrances there- 
for from reimbursement to the contractor* 


15-313 Other Manufacturing Expenses ; 

15-313 #01 Allocation of Indirect Manufacturing Expenses ^ /miong the 

acceptable bases, depending upon circumstances, for allocating indirect man- 

• » * 

ufacturing expenses are direct-labor-cost, direct-labor-hours, ma.chine-hours , 

• •• 

and units processed. In more complex manufacturing plants, it is appro- 
priate to departmentalize the plant for purposes of accounting for manufac- 
turing expenses when any given type of defense production is concentrated 
in departments having a much higher or lover expense rate than the average ♦ 
Expense departmentalization is also desirable in. larger and more complex 
plants for purposes of expense buc^geting and control bj^ the responsible 
foreman, regardless of the need for a more refined method of expense allo- 
cation. V^^hen manui acturing e:qpenses . are departmentalized, it is necessary 
to cliarge service-department expenses (such as the power plant) and fac- 
'torj general expenses (such as taxes, insurance, etc.) to the productive 
departments on appropriate bases before allocating the respective produc- 
tive department expenses to products (or parts thereof) or to contracts or 
job orders for products. Appropriate bases should be selected for service- 
. department end other expense distributions to productive departments - e.g., 
kilovjatts of connected power load or metered power consumption, in the 
case of oleptric power ♦ 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor effort, in any' productive department, it is most siinple, as 
well as appropriate, to use thrt basis of expense allocation in preference 
to a direct-labor-houl\ or machine-hour basis. When there is much automatic 
or semiautomatic machinerj^ in a productive department, the use of a machine- 
hour-rate is generally more appropriate for expense allocation. The units- 
process ed-bas is of allocation is generally appropriate when a given productive 


department processes only one iten, or the several items are so similar as 
to be susceptible to measurement of units processed in terms pf/a common de- 
nominator — e«g«, steel" sheets of various gauges processed through a roll- 
ing mill* " 

15-313 • 02 Allocation of Engineering Expenses t Engineering expenses 
include such items as the cost of product design, tool design, lay-out of 
production lines, detemination of machine methods and drafting. The prin- 
*ciple of direct costing (see paragraph 15-211)- would indicate the desir- 
ability of charging directly to the benefitted activities (production, fa- 
cilities, and research and development) all engineering costs which can be 
directly identified Tilth such activities, leaving only a relatively minor 
amount of engineering costs (consisting chiefly of • engine erijig administra- 
tive e^cpenses) to be allocated to the activities* -All engineering costs 
charged directly or allocated should in turn be assigned to products, prod- 
uct lines, job orders, contracts, etc* Further treatment of various prob- 
lems in connection >7ith the costing of research and development, tooling, 

and preproduction expenses is included in this Par.t (sec paragraph ^ ); 

facilities contracts are included in" Part km 

15-313 .03 Depreciation , 

(a) Depreciation accounting is a system of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if 'any), over their estimated useful life in a systematic and rational man- 
ner. It is a process of allocation, hot of valuation. . Depreciation for 
the year is the portion of the total charge under such a system that is al- 
located to the year^ Depreciation on a contractor's plant, equipment and 
other capital facilities is an allowable element of contract cost, usually 
of an indirect nature. 


(b) Useful life> as above referred .tO| has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from phj^^sical life. In establishing estimated useful life, 
consideration should be given to all of the factors of wear and tear, ob- 
solescence (both economic and technological), and inadequacy, which are com- 
mpn to the depreciation problem. Of these factors, obsolescence is most 
often the limiting or controlling one. Obsolescence of facilities, from 
the standpoint of economic utilitjr, is always a prospect or contingency to 
be anticipated (differing only in degree, in each instance) with respect to 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant and equipment. Costs of depreciation and maintenance are 
mutually related. Wear and tosx may be increased by lack of maintenance 

or viBTf be made good by maintenance (often indefinitely, so long as it is 
economi-cal to do so and provided obsolescence or inadequacy has not become 
eminent).. Hence, estimates of useful life of facilities in each case should 
take into consideration the actual maintenance policy in effect* 

(c) Depreciation may be deter-Tdned by application of any one of the 
generally accepted methods; however, the selected method and rate of depre- 
ciation used . should, in the absence of compelling, reasons to the contrarj'^, 
consistently be applied from year to year. Generally, however, deprecia- 
tion is too intangible to warrant attempts at meticulous estiinates by ap- 
plication of rates by individual iteiiis of plant and equipment, although 
such cittempts are frequent and will be recognized. Hence, deprccic'-.tion 
will generally be determined by groups of facilities for which the factors 
bearing on estmated useful life are siinilar* The amount of depreciation 
written off in any fiscal period may vary with volume of production or be 
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increased for multishift operation, provided the method followed is con- 
sistent ifith basic objective set forth in subparagraph (b) above. Special 
methods have. been established for deteriiiining depreciation on emergency 
facilities covered by Certificates of Necessity by a special directive set 
forth in an appendix of this Section • • . . 

Xd) Depreciation should be based upon original cost of the facilities, 
X'jhether measured by purchase agreement for a cash consideration, the fair 
value of securities issued in exchange, or similar appropriate measures, 
/^although it is poriTiissible that such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practice will be followed consistently 
in the future and also provided that othen-ziso the charge is made at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view of the estim^-tod useful life of 
the facilities. In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in^the deprecir?.tion charge for the current year./ No other basis 
of determining appreciation in value of facilities may be utilized in de- 
terr.dning;. depreciation for purposes of contract costs; for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
are applicable^ ^ ^ . 


-^Particular attention is invited to the subject matter between the brackets ♦ 
It is desired that comment be submitted on this concept, together with sub- 
stantiation therefor. 


(e) No depreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully depreciated but still in 
use when a substantial portion of such depreciation was on a basis, that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or subcontracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may coinpute normal depreciation on the 
cost of facilities in use without reference to previous depreciation pro- 
visions^ Fully depreciated facilities will be deteriTiined on the basis of 
relating original cost to accumulated depreciation on such cost, regardless 
of whetJier there is an adjustment of current depreciation charges based 
upon adjusting the cost of facilities to current price levels « 

(f ) No depreciation may be allowed on facilities which are not in 
use, except such facilities as are held for reasonable production standby 
purposes and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production* 

15-313^ Oil. Repairs and Maintenance > Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and made the subject of depreciation^ There 
is, of course, a twilight zone between repairs and maintenance and capital 
expenditures within which a contractor should be permitted to operate upon 
the basis of his established accounting practice, if the results are equit- 
able. For example, certain major costs of building alterations and rebuild- 
ing or 
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rehabilitating machinery and equipment may reasonably be treated in some 
instances as either repairs and maintenance expenses or ,capital expendit\ires, 
depending in part upon the contractor's established policy* In maiking 
decisions vdth respect to the alternative accounting treatment of those items, 
consideration should be given to the materiality of the amoiints involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government for use during periods in which the 
contractor will have little defense business<| In the latter case, for con- 
tract pricing p^JTposes, the cost generally should be considered to be of a 
capital nature and the subject of depreciation. In those instances vdiere it 
ma^r be appropriate to charge the cost of extraordinary rehabilitation to 
expense, special care should fee talcen in equitably allocating the costs to 
all the benefited claisses of r-ork (see l5-313«07 "Preparatory Costs")* 
Repairs and maintenance costs on facilities ^^hich are not in use vfill not 
be allo\?ed, except on individual items of machinery and equipment (as distinct 
from entire plants or significant portions thereof) held for reasonable standby 
purposes. Repairs and maintenance on additional plant capacitj'^ reserved for 
defense production vdll be allo^ved only if specifically provided by contractual 
agreement* 

In some instances, allov:ance of substantial extraordinary rehabilitation 
expenses as a charge against defense business may be permitted but T/ill be 
contingent upon the contractor's vjritten egreement to hold the facilities 
available for defense ivork for a stated minimum period* 

l!J-313f6^ Profits or Losses on Disposition of Plant and Equipment ^ In 
determining contract costs, no recognition "vrill be given to. prof its or loszes 
on disposition of plant and equipment for the reason that depreciation, 
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reasonably dGtermined, provides the exclusive charge for the cost of using a 
contractor *s facilities* Hov/ever^ nhen a contractor has capitalized special 
purpose facilities acquired solely for performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
chaoses or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con- 
tractor, an additional cost allowance may be made in determining costs of the 
terminated contracts for the purpose of contract settlement, provided such 
facilities are ' transferred to the Government j. if so desired, or an equitable 
adjustment is made in favor of the Government in recognition of any resale or 
salrage value estimated for. such facilities* . • 

• 15-313.06 Rentals of Plant and Equipment^ Rentals of plant or equipment 
are allovrable if reasonably requ3.red for the performance of the contract and if 
bon? fide and reasonable as to rate and duration* Special care, should be 
exercised in determining reasonableness of rentals in cases in T/hich rates 
T/ere rrrived at as a result of less than arm«s length bargaining* Rental 
costs may not be bona fide \inder the follov/ing circumstances: 

(a) Rentals are paid to persons, including corporations, affiliated 

vith the contr-pctor. 

'. (b) Rent?ls are paid to unaffiliated persons, including, corporations, 
upon property. fornerly o^7nod by the contractor nhen such property "tras fully 
' depreciated or substantially fully depreciated before sale or transfer -.nd 
Government contracts , absorbed a significant portion of such depreciation. 
In either case (a) or (b), rentals v;ill be lisnited to reasonable amount 
of depreciation, as might bo determined if the property r;ere ov/neo by the 
contractor, plus carrying costs which are not paid by the contractor ^.inder 
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the toras of the lease, including naintenance, taxes, and insurance (but 

not interest on the invevstment.)* 

15-313 • 07 . Preparatory Costs^ including Engineering s Preparatory costs 
or expenses, also knovm as "make-readj- costs", are costs specially incurred in 
prcpp-ring to opor^?te under a specific oottract or contracts. They include 
costs of organization and planning., employee recruitment and training, engineer- 
ing and development (including product design, product specifications, and 
planning of production processes and layout) and plant alteration and rearrange- 
ment. Preparatorj'' costs do not include . initial production (starting load) costs 
T?Thich sre treated in paragraph l5-313f 08 or special tooling ivhich is treated 
in parrgraph 15-313«10« 

Prcpc?.ratory costs, A7hen incurred for the exclusive benefit of Government 
production, are allocable directly or indirectly. to the contracts benefiting 
from" such costs. '%en preparatory'' costs benefit other classes of Tvork as v/ell 
as Government ".rork, an equitable allocation to all benefited classes of Hork is 
proper. 

Prcparator/ costs may have been incurred prior to the award of a definitive 
contract. The amounts of such costs, for purposes of contract cost allotvances, 
are subject to approval of contracting officers based upon advance understand- 
ingvS or upon subsequent negotiation. In such case a specific provision cover- 
ing the allovrability of prc-av/ard preparatory costs should be incorporated in 
any definitive contract v;hen future pricing or repricing may be based in part 
upon actual contract costs* Similarly, it is desirable that prior approval of . 
the contracting officer be obtained in the event thrt unusual charges of this 
type are. to be incurred during the life of the contract. Horrever, the ab3c:;nco 
of such provision or approval will not preclude consideration of the costs in 
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subseauent price negotiations or determlnat-ions under such contracts^ • . 

15-313 #08 Initial Production Cost5 #. Ini1;ial Production Costs, also 
knovvn as "starting-load costs", ^ire non-recurring costs t^at arise in^the . 
early stages of production because of the contractor's urifamiliarity or lack 
of exT'erience vrith the particular mterials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs or 
eroenses (also knov/n as "make-ready costs" )• 

Initial production costs m^j consist of the excessive portion of material, 
costs incurred in the early stages of production j on contracts requiring ne\7^ 
products or greatly Increased production, as the result of abnormal quantities 
of materials used or abnormal scrap losses. Initial costs may also consist . . 
of the excessive portion of direct-labor costs, plus a proper portion of the 
related overhead, incurred in the early stages of production due to such 
causes as- excessive defective v/ork resulting from inexperienced labor,, idle 
time 2nd subnormal production occasioned by testing and changing methods of., 
processing, and cost of training employees* The justification for such special 
costs depends upon their nature and causes,, and not merely upon the fact that 
total production costs are high. • , ■ . , • . 

• After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome^ unit cost i7ill usually tend., 
to level off, thereby evidencing the end of the initial period of production 
but not necessarily representing the lov^est unit cost eventually attainable 
during the operation of the entire contract. If, hov/ever, these coats con- 
tinue abnormally high . after a contractor has been alloived . a reasonable length 
of time in which to learn hov; to make a product efficiently, .the. exces&ivo. 
costs may not properly be allov/able for purposes of cost reimbursement 


estimating under cost tjqpe contracts, estimating for formal pricing piir- 
poses in fixed price contracts, or in establishing costs under terminated 
contract settlements • 

15^313,09 RGconvorsion Expenses ♦ Reconversion expenses are those con- 
nected TO,th restoration of facilities to approximately the saine physical 
arrangement and condition they were in immediately prior to the beginning 
of defense work, including the removal of Government property. In many 
cases, reconversion costs, except for the removal of Government property 
are inc\irred for the benefit of future production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where all of the circumstances outlined below exist, reconversion 
costs may be recognized through specific contractual provision, 

(a) There must have been a major alteration or rearrangement of fa- 
cilities at the inception of defense work for the sole purpose of perforra- 
ance of defense contracts, or facilities were newly acquired buildings in 
which Government machinery and equipment has been installed. In the lat- 
ter case, only, the cost of removing Governoient property is to be considered, 

(b) The necessity of reconversion of facilities to approximately the 
sa;riie physical arrarigement . and condition they were in immediately prior to 
the beginning of defense vjork and the costs thereof must be reasonably 
certain, and determinable, . 

(c) . There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or rearrangeijient, . 

(d) Neither the particular contract nor any other contract contains 
an allowance for the use of facilities which would compensate the contrac- 
tor for reconversion expenses. 

Reconversion costs, shall be allowed only in pricing those fixed price 
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contracts in existence or actually being negotiated at the tiiue the costs 
of conversion wore incurred* In the event of subsequent conversions or., 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in cost-reimbursement-tjTpe contracts to 
compensate the contractor for actual reconversion costs incurred in circum- 
stances meeting the above conditions^ 

1^-313 #10 . Special Tooling , The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particular services for which acquired or furnished. 
It inc3.udcs, but is not limiited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. 

The cost of special tooling, when acquii-ed for and its usefulness is 
limited to-^one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts. The cost of tooling which is special to other classes of work will 
be allocated to such work. The cost of non-special tooling is not subject 
to direct allocation, but is subject to depreciation, which is treated 
elsewhere in this Part, except that in the production of standard commer- 
cial products such tooling costs may be treated 'as indirect manufacturing 
expense on an expenditure basis, in lieu of depreciation, when the result- 
ant charges are reasonably equitable between fiscal years, Vlhen the entire 
cost has been allocated to Government contracts, the asset concerned shall 
become contractor-^acquired Government property and be subject to the pro- 
visions of Section XIII and Appendix B, ilSPR, applicable to contractor- 
acquired Government property, 

15-313 .11 Resegirch and Development , Research and development expenses 
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may be divided into two major categories --^ (l) product research and develop- 
ment, end (2) general research. 

(a) Product research and development is that effort i^diich is 'directed 
toT-jard the solution of specific problems encountered in the design or pro- 
duction of a. particular product which has or is anticipated to have military 
or commercial use« The current costs are allowable as costs on defense 
contracts and raay be allocated thereto only to the extent applicable to the 
supplies or sei'vices covered by the contracts, and provided such costs are 
not reimbursed to the contractor under separate research and/or develop- 
ment contracts. No costs of product research czid development may Ife allo- 
cated to Department of Defense product res oar-ch and development contracts 
other thsn the direct costs of perfoinning the contract and the proper share 
of the indirect costs of administering the product research and development 
program* 

r- (b) Genei?al research is all research other than that which is dir^-cted 
toKard the solution of specific problems encountered in the design or pro- 
duction of a particular product which has or is anticipated to have mili- 
tary or co:mmercial use. The cost of general research, when reasonable in 
amount and incurred in accordance with the contractor's established prac- 
tice, is allocable to all classes of vjork, including defense mrk, provided 
such costs are not reimbursed to the contractor under separate research 
contracts. Where the contractor's organization is devoted primarily to 
research work, as distinct from manufacturing, no cost of general research 
may be allocated to Department of Defense contracts for general research 
other than the direct costs of perfonning the contract and the proper share 
of the indirect costs of administering the research program.. No general 
research costs which were incurred in accounting periods prior to the award 
of the particular defense contract(s) (including amounts capitalisjed in 


i 


the cost of patents obtained) shall be allocated thereto, nor will the con- 
tractor be required to. defer research costs incurred during the period of ^ 
pcjTforraance of defense contracts to subsequent accounting periods ♦ 

(c) At tlio option of the procuring agency, cost allowances for re- 
search and development work may be made contingent upon the contractor 
agreeing to waive any royalty charges, under all patents previously obtained 
or which may be obtained in the future from such work, to the extent such 
royalties are applicable to defense work, either directly or indirectly^ 

15-313*12 Patents end Royalties # 

(a) iiiTiortization of the cost of purchased patents owned by a contrac- 
tor applicable to products or processes covered by a contract is an allow- 
able eleraent of cost to the extent reasonably edlocable to the contract. 
Research and development costs loading to patents are treated in prragfaph 
15-313. 11. 

(b) Royalty oosts are allowable, if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which cjiounts were arrived at as a result of less than arm's 

•» ■ ' ■ . 

length bargaining. . Royalty costs may not be bona fide under the f ollovjing 

circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to \inaf filiated persons, including 
corporations, upon patents formerly owned by the contractor when 

the costs of such patents or the research end development work there- 
on were substantially recovered through charges against the costs 
of defense business. 
In either case (i) or (ii) royalties will be limited to. such charges as might 
be determined if the patent were owned by the^ contractor in accordance with the 
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provisions of this paragraph and paragraph 15-^313*11 relative to research and 
developments ■ . ^ 

(c) Cere should be exercised in preventing charges for tb*^- use of patents 
when. the Government, in fact, already has rights to such patents* . (See Section 
IX, i' SPR) ^ 

15-313«13 Plant Protection Expenses » 

(a) Thesg expenses represent costs inciirred in protecting the contractor's 
personnel and plant against fire, theft, sabotage, espionage, civil disorder, . 
enen^r attack, or other violent destructive forces t Plant protection expenses 
are allov;able costs of defense contracts. Normally they i7ill consist of guards* 
xTages and labor costs rel<?.ted thereto, costs of individual equipment, cost of 
plant protecti.on equipment if of minor amoiint, and depreciation of plant equip- 
ment. To the extent these costs are attributable s-olely to defense special 
security- requirements, they are allocable entirely to defense contracts. Costs 
of normal plant protection not resulting from such special requirements, gener- 
ally, should be indirectly allocated to all classes of work. 

(b) A special problem may arise in the case of fi:^ed price contracts, the 
security, classification of which is altered after the. contract has been entered 
into. v!hen such a contract price is negotiated-, the contractor is presumed to 
knov: the plant protection requirements under the contract and is expected there- 
fore to meet such requirements A^ithin the contract price. However, if the 
security classification of the contract were changed by the Government after 
entering into the contract) additional costs^ of plant protection may^ be -aliov/ed 
the contractor by contract ajnendment. The additional costs may include not 
only current costs of an operating nature but also costs of a capital nature if 
the parties agree that the capital costs are incurred solely because of the 


changed security classificatiofi of "the contract snd rrould not have been necessary 
from the contractor's point of viev/^ Also, if a classified contract »is reclasisi- 
fied doivm-irard ' dTiring its performance thereby permitting a savings in plant pro- 
tection costs, Such savings should, if material, be the subject of a contract 
amendnent passing the savings on to the Government. 

(c) Civil defense costs must be Allocated, to ail vrork ocf the contractor 
performed ?t the particular location -vYhere the costs are incurred* When the 
.Government's portion of the output of the particular plaiat is not material, '"' 
the reasonableness of the incurred costs need not be questioned. However, "since 
usually past e>:perience vrill not provide a guide as to reasonableness, civil 
defense costs should be the subject of specific agreement v:hen the amount of 
such costs to be allocated to Government contracts is substantial* '?hen this ' 
is the case.^ reasonableness may be judged in light of: ' 
: (i) ,Jleco^nendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

•■- • . ■ • 

local area* ♦ • - • • ' 

(ii) The extent of like measures being taken by other businesses 
irithin the local area, particularly those not producing under Govern-' 
ment contracts.* . 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furbishing an inducement to the contractor 
to incur the cost* 

l5-313«lU Insurance and Bonds* ' 

(a) The net cost of insurance and bonds, after deduction of dividends or 
other alloT-rances \7hich may be expected, if r':asonabiy necessary to the operation 
of a business, is an allov/able cost on Government contracts to the extent alio- 
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cable • Some, but not ally of the types of coverage which may be reasonably 

necessary are property, aircraft, automobile, general liability, product 

■ 

liability, worlcrten's compensation, emploj^'ees* group, accident and disabil- 
tty, use and occupancy, and employees* fidelity and surety bonds (including 
porforraance bonds )• * ' 

(b) Insurance on the lives of officers is not an alld^jable cost, ex- 
cept when preiTiiums are paid in behalf of executives or ciigDloyees pursuant 
to specific agreement or established policy vhereby such payment may be 
properly considered as additional compensation (Paragraph l5-330#02)t 

(c) When a contractor assumes insurable risks of ary tj'pe, a rc^ason- 
able provision for* losses estimated l^y the contraclwr is an allowable cost 
if such provision is based upon actual loss experience to the extent feas- 
ible; or, in the absence of adequate loss e:qDerionce data, it is not in 
excess of net costs which ^jould be paid for such insur'ance if carried by ' 
private insurance companies, less agents' co:cnmissions and other acquisition 
and survicin^ costs • 

(d) Wliere the contract requires ' review and approval of contractors 
insurance prograjn by tlic insurance authorities of -the militarj^ departments, 
procurcnient end audit personnel of the military departments will be governed 
thereby # 

15-313.15 Taxes , . • 

(a) In .general, taxes which the contractor is required to pay 'and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal incomd and excess profits 
taxes} taxes in connection with financing, refinancing or refunding opera- 
tions (see paragraph l5-330#05)j and special assessment's on land v/hich 
represent capital improvements. 
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(b) Taxes wiicn are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- 
vided that the contractor; (l) promptly requests instructions from the con- 
tracting officer concerning such taxes; (2) agrees to comply with such in- 
structions; and (3) if so directed by the contracting officer also agrees 
to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legeJ-ity of such assessment or, as the 
If 

case may be, to secure a refund of such taxes and any interest or penalties 
thereon* Interest and penalties incurred by a contractor by reason of the 
nonpa\inent of any tax at the direction of the contracting officer, shall 
be allowable as a cost# Reasonable expenses of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as^. costs ♦ 

(c) iiny refimd of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs ab- 
sorb the costs of taxes, interest or penalties. If at the time the refund 
is received by the contractor, no defense contracts are being performed, 

the aiiount otherwise to be credited to contract costs shall be paid directly 
to the Government ♦ 

(d) \lhere it becomes evident in negotiating a contract price that a 
contractor j^y be required to. pay a tax, the legality of which is ques- 
tionable or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract conteins pro'visions substantially similar 
to those set out in subparagraph (b) (1) (?) and (3) above. 


i5-313«l6 Strii'.cs gnd Lockouts » The situations conditions sur- 
rounding strikes and lockouts are so varied that it is impossible to estab- 
lish a general principle providing for ?.llovjance or disallowance of costs 
incurred during such occurrences. Each case must be considered on its own 
merits in the light of the philosophy expressed or implied in the' principles 
and stpjidards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses » ^ • 

15-320#1 Allocation of Selling and Distribution Expenses , Selling and 
distribution expenses in general arc subject to allocation to the cost of 
defense work to the extent appropriate, considering the methods of selling 
and distribution to the Government or to prime contractors or subcontractors. 
Generally, selling end distribution expenses should be allocated between 
product lines, or to products sold to the respective customer types (where 
sales methods arc different), based on analysis of the cost elements in re- 
lation to the selos efforts. In sono cases, it may be appropriate to first 
allocate these expenses in whole or in pert as between defense and nonde- 
fense business, and then to allocate the expenses applicable to defense 
business c.ge..±nst the individual defense contracts or products. The prin- 
ciple of direct costing is very importajit in this area. For example, when 
special defense products are sold to the Government or to defense contrac- 
tors by separately identifiable einployees of the majiuf acturer, the cciTipen- 
sation and expenses of such employees may be appropriately charged to costs 
of such product s# VJhen, in such cases, there is a separate sales organi- 
zation or identifiable group of representatives engaged in selling to non- 
defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, when standard com- 
mercial products are sold at fixed prices direct to the Government or to 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one 
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established sales organization, the same selling expense per unit of product 
may be used in cost estimating, except when the quantities expected to be 
sold are so abnormal in relation to sales effort that the use of historical 
costs would result in the inclusion of an unreasonable amoimt of estimated 
selling expenses • In the l&tter case. 
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the fixed selling expenses should be charged to normal nondefense sales^ leaving 
the defense sales chargeable only v/ith a proper share of the variable costs • For 
an illustration of this principle see paragraph l5-320«5 re advertisings 
l5-320»2 Salesmen's or Agents^ Compensation s 

(a) Salesmen's or agents* compensation allocable to defense contracts 
should be reasonable in the light of the services rendered^ . If inequitable or 
exorbitant compensation is paid, it shall be subject to disalloT/ance, to the 
degree doomed excessive, for the purpose of allocation of costs to defense 
contracts. For example, Virhen defense business consists of standard commercial 
products v/hich are sold normally on a commission basis, sudden expansion of 
defense business may necessitate the adjxistment in the amount of compensation 
alloc'-^ble to defense contracts^ 

(b) No fee, commission, percentage, or brokerage fee sha]JL be ailov^-ed as 
a centra ct cost xfhen contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or selling . 
agencies maintained by the contractor for the purpose of securing business. 

This provision shall be applied in a manner consistent with reprc^sentations or 
agreer.ents of contractors or prospective contractors in the light of ASPR, 
Section I, Part 5» 

15*320#3 General Sales Expenses , Those expenses, consisting of salaries 
and expenses in connection v/ith direction and supervision of all sales efforts, 
clerical expenses in maintaining sal^s records and statistics in some cases, 
and similar overall sales expenses, may be considered to be allocable indirectly 
to defense products or contracts in some cases based upon the specific facts 
in each case' , provided the basis of allocation is equitable as between defense 
and nondefense business as a whole in the light of the relative services rendered. 


l5-320#]4 Bidding Expenses > C\irront bidding expenses of both successful 

and' unsuccessful bids normally . will be treated as. indirect expenses, and appor- 

tioned currently to all business, of the contractor in v;hich event no bidding 

^ ' ... ' ' ' ' 

expenses of past accounting periods vdll be chargeable to defense contracts* 

HoTrevor, YJhere it is the contractor's established practice to treat bidding 

e5q:enseG by some other method, such method may be acceptable if the results are 

substantially the same as would have resulted from the application of the method 

described above* 

l5-320#5 Advertising * Advertising expenses include the costs of materials, 
space, time, layout, and expenses of the department which supervises such activ- 
ities# ^advertising expenses are generally incurred to promote the sale of. the 
contractor ^? regular commercial products and should be assigned thereto*. Adver- 
tising may be appropriately considered for allocation to the cost of defense 
contra ctr; in the follo^dng cases: - 

(a) Advertising directed solely tov^ards the 3!*ecruitment. of nev; 
einployeos* • . 

(b) Advertising in trade and technical journals for the purpose 
of establishing necessary business contacts in connection v;ith the sale 

^ of defense products to Government contractors, or xvhen such periodicals 
arc believed to be of value in the dissemination of technical inforna- 
. tion thin the contractor's industry* 

(c) Publication of catalogs, price lists, and technical pamph- 
lets rrhich aid users of the contractor's products, including the ' 
Government or defense contractors, excluding, of cotirse, the cost of 
such" publications prepared for the Government under separate contract 
consideration* 


■ . ' (d); AdvertjLsing for cpimnercial products, ; other: than as. in . (a) • ; 
th2?ough (c) above, pot in excess of the contractor's average annual 
costs incurred, prior to the aivard of defense contracts, establish^cl. 
.'practice, nay. be allocated to defense prime contracts arid subcontracts 
for .such .comniercial products on the basis that the costs, v/ill . first 
be assigned to the contractpr 's npndefense. business in the sa^e amount 
per. unit sold ^as v/as . assigned, to. such . units prior to obtaining defense : 
business; the amount. -remaining after. such; assignment may. be allocated 
to defense prime and subcontracts but net in e:{cess. of the amount per - 
unit, on nondefen-se. business; pro.yided, |ho^7eyier>. that when defense 
sales are merely iijcidentai^ such ico.st allocations may be mde:. on an 
overall prorata basis.* ■ . - - • _ - ^ ;: . • 

;. (e) Advertising -costs, other than ^as in. (a): through (c.) , above, . ; 
may not be. allocated to defense prime contracts' and subcontracts- €or .:.; > 
nonrco2ff:^rcial. products r The sole exception , to this rule exis^ts .;±n ' \ 
^ crses ..where, in connection with undertaking defense work, the conpi i 
- tractor *s volume of nondefense work is reduced substantially,- and the 
market demand for the contractor's nondefense work is. such tjiat the 
reduction \7ould not othervvise have occurred* In such cases, in order 
to iTiaintain good will, the contractor may need to continue to adver- 
tiso in accordance with the contractor's average annual costs incurred 
prior to the award of defense contracts • In such event, the excess of 
reasonable advertising costs oyer the. amount chargeable to nondefense 
business at per unit rates previously prevailing may be allocated to 
defense business* 

l^-320*6 Product Transportation and Delivery Expenses * These expenses. 
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■when required by the terns of a contract, are. properly allov;able» Whenever 
significant in amount and provided it is feasible, they should be determined 
and allocated as a direct cost of the product or contracts 

l$-320«7 Warehousing Exponses .» T^Tienever a manufacturer, maintains and . 
ships products from warehouses strategically located in order to provide better 
service or reduce transportation costs to customers (as is frequently found 
Tdth standard coir4nercial products or spare parts), the eacpenses of warehousing 
such stocks, including transportation from factory to Y;arehouse, are allowable 
vhen fairly allocated to defense sales in relation to total sales of products 
delivered from such rrarehouses.t On the other hand, where products sold under 
a defense contract are not delivered or serviced from such warehouses none of 
the cost of operation thereof %s allocable to the contract* 

l5-320#8 Service and 'Tarranty Expenses f In cases where the contract 
terms covering sale of defense products include an. obligation on the part of 
the contractors, without additional separate compensation, to provide service 
in installation, training, operator.s, correcting defects in the product, re- 
placing defective parts, making refunds in ca^e pf inadequate performance, etc*, 
the price. or cost of the product should include an allowance for the cost of 
such undertakings* Generally, anj'- Y/arranty of the product as to performance, 
materials, and worlananship will be for a. definite period of time* In the case 
of cost-rreimbursement-type contracts, actual costs of performance to be reim^ 
bur sod to the contractor vdll include .such of the foregoing costs as must be . 
incurred ta comply vrith the terms of the contract, and the period of performance 
of the contract will usually not expire until the end of warranty period and 
coiipletion of performance of any vrork reouired by the terms of the warranty* 

• • ■ ^ ' « 

However^ in some fixed-price contracts, a v/arranty may extend for a period of 
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time considerably: beyond delivery^ In such' casesy, it is necessary to dsiiiaate >' 
the cost of ' services and warranties, usually ^'^s -a -perc.^^ .of produce cos t> / 
for purposes of* price negotiation. ' Estiiaating^Tw^rranty costs mast uistially.be 
based upon i^^st experience in similar circmStancesV .^^e alloavances ' aire made 
for costs of performance under ^v^rrantie^ a3 pro^ should be; no; 

duplication of the allowance for the risks in figuring allovrable prbTits* 

15-320^9'- Entertainment Expenses . Entertainment .expenses, as s'uch,^ shall 
not bo conisider^d either, di^ectl^ or indirectSy ;as^,a. cost ^o^^ 
ment contracts.' HoweveTj .whiBn expenses "ari^e;=^s /.at result of purchiise of meals, 
local transportation, rent of faciiitlefl .'fbr: meet^ and otiief'' incidental 
costs, and the prima.iy purpose of incurring such.sCpsts is the disseniihatiqn of 

' ' ........... ^'^^'S 

technical inforaation or the stimulatibh of- prpductiqn, ^uch cost^* ire allovi^able 
in determining the- cost of Government" contra$tst... ^ : . " • - v./ 

l^-ljiCi ■ General and Administrative' E!?cpfenses ,» ^ , . .; y ' 'x 

15-330; 01 : Allocation of General and Mmnlstrative Expienseg> --^^^^^^ the 
acceptable basfes^ depending upon the circumst^tnc^s, of allocating igerieral and j/ 
administrative e3Q)en5.es are procVsslrtff: cbsts .(direct labor, factoa?y overhead, ; 
and other factory /production costs' exclusive of.. direct 'material)y^f 
costs (prodessing costs .plus direct ni^terial), cost of goods completed, cost of 
sales, and sales (where no more satisfabtory basic is available), provided that 
eqiiitable i-e suits /ai'e thereby obtainedt In the selection of the particular 
method or methods of apportionment, special consideration should be given to . 
any such unusual factors as charges of subcontractors and fixed asset improve- 
ment programs^ /ill pertinent factors should, be revie\r/ed from time to time, 
especially if and Vv^hen there is a change in the nat\ire or volume of production, 
to determine whether the indirect expenses continue, to be apportioned equitably 1 


Where the nature of a contractor's business has not changed basically by a shift 
to defense production, the presunption is that his f omer methods, if tested by 
operation over a considerable period, are satisf actory«. However, this is only 
a presuii5)tion and should be reexamined in light of probable increased productiont 
"When the business has changed substantially because of -such a shift, the contractor's 
former methods of allocating indirect expeniseis may be entirely inappropriate and 
so should be thoroughly reviewed^ ' ■ ' , ' • 
l5-330»02 Executive Cong)ensatioh < 

(a) Executive conperisation consists of all emoluments (including salaries, 
bonuses, stock options^ etc«) paid or accinied for services actually rendered to 
the contractor by executives, officers, partners^ sole proprietors, and others of 
similar rank arri abilities • , Subh costs are allowable T*en reasonable in amount in 
the light of the services rendered* TrThere the contractor's organization was a 
going concern for a significant period prior to the airard of. defense contracts, 
the amount of compensation established' by the cbntraet(»v^ normally be considered 
reasonable* In other cases and in any case wheTe^l^l^^ not 
to have been determined through a^ the eniplojinei: and 

the executive special consideratibii may be required* Arm's length bargaining 
may be. lacking in any one of the following situations among others 8 

(1) ThQ executive or a.nKjmber of hi^ immediate family owns, or is 
-committed to acquire a substantial financial interest. ;in the. contractor's 

organizationj or 

(2) Ownership of the contractor is* limited to a small cohesive group; 

or ^ ... 

(3) The volume of Government contracts When related to the contractor's 
total business is such as to influence the contractor in his determination of 

executive, compensation; or 

* ^' ;■• : • . - 30 


Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 


. 1; • 
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labor at an .-average rate, or 'to use standard labor rates, with consequent 
savings in clerical e^cpense or iirlprbvement in labor 'tontrol, such methods' 
may be used, provided l&bor groupings and the adjustment for cost variances 
result in a reasonably accurate assessinent of total charges^ Similarly, when 
labor costs are required for making cost estimates, the use of standard labor 
rates and standard time allov/ances (appropriately adjusted for experience 
variances) or reliable engineering estimates is acceptable. Ordinarily the 
use of v/age" rates higher than current going*rates will not be permitted for 
estimating purposes • In order to avoid substantial allowances for such con- 
tingencies, escalation or price-redetermination clauses are provided. ' Ho\v- 
ever, situations involving inore^.ses in T^age rates which are reasonably cer- 
tain and determinable or relatively minor in amount may warrant recognition 
being driven thereto in making estimates. 

15-312.1 Fringe Be nef its—Va c ations, Holidays, Sick Leave, Military 

Leave J Pension and Retirement Plans j and Employee Insurance ^ but 

Exclude -Severance Pays . 

uomcensa-cion or tnese t3"pes is allovfable to the extent that, in each individual 
case, it is reouired by (i) lavi^ (ii) employer-employee agreement, (iii)' 
established policj*' that constitutes, in effect, an implicit agreement on 
the contractor's part, or (iv) circumstances of the particular emplosanent. " 

The cost of "fringe benefits" is part of the cost of the work performed 
by the employee vrhile on the job, and must be considered as having a direct 
relationship to such v/ork. Hov/ever, in recognition of the different' account- 
ing treatments by different contractors accorded fringe benefits, the cost 
thereof may be allocated to Government contracts on any of the following 
bases, provided equitable results are achieved: 

(a) Each class of compensation is preferably 

. 5: ^ 


to be ?.ccrued as a cost over the period in which it is earned. 

(b) •■liere it is the contractor's established practice to record the 
costs at the time of payment^ such practice may be acceptable* This is 
the most commonly used method of accounting for "fringe benefits^" but 
its use might result in inequities in some cases» For example, if a 
Government contract v/as performed over the summer months during vrhich 
most of the contractor's employees took vacations or military 3.eaves, 
recognition of the cost at time of payment v/ou3,d be inequitable to the 
Governmentt On the other hand, if the contract or contracts extended 
over approximateljr one year arKi the proportion of Government v:ork to 
the contractor's commercial work remained stable, this method might be 
equitable. _ ' \ 


(c) H'hen the costs of any of the elements of fringe benefits are 
greater or lesser udth respect to defense, business as compared with 
nondefense business, such costs should be allocated, so far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistentljT for 
all elements of fringe benefits having a different cost relationship 
of defense business as compared with nondefense businer-ss, 


(i) It may b-- practicable to negotiate c:?quit5blc rate for tVinf-r. 


benefits based upon experience .for a representative period in lieu of 
individual consideration for each iten# Changed conditions and cir- 
cumstances Y«ould have to be considered in making such ia determination • 
The experience rate rrould then be applied to the more direct labor costs 
to determine the allo\7able costs # The use of such rate should be subject 
to revision in light of changed conditions • 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix ^ to this Section* 

l$-312»l| Severance Pay » The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) lav:, 

"... 

(ii) emploj^er-employee agreement, (iii) established policy that constitutes, 
in effect, an implicit agreement on the contractor's part, or (iv) circumr- 
stances of the particular employment • Theoretically, the right to severance 
pay is earned during the entire period of employment of the individual or, 
T^hen b5?.sed upon specified years of service, is earned during those yearst 
In theory, the cost of severance payments should be recorded in the contract^ 
or^s accounts during the periods in vjhich the employee earned the right to 
such pajTnents. Horrever, fe^; contractors accrue severance payments because 
(l) the clerical expense involved in identifying and recording the cost for 
each employee is not justified; and (2) there is considerable doubt that 
any substantial payments v/ill have to be made since payment is solely con- 
tingent upon future events* 

The cost of severance payments may be included in cost estimates only 
to the extent that such estimates are based upon severance payments actually 
xaade over a representative past period* In determining historical costs 
severance payments actually made are allowable if not in excess of the cor-t 


of such payments over a representative past periods l/Vhere the Contractor pro- 
vides for accruals of severance payments in lieu of recording the cost thereof 
at the time of payment, such method ^vill be acceptable if the amount of the 
accrual is reasonable in light of payments actually made over a representative 
pr.st period* Generally, the cost of severance payments made during the per- 
forma.nce of defense contracts should be allo.cated to all classes of v;ork being 
performed at the time of payment s^ince it is a reduction of total work which 
causes the severance • Because of the degree of un.certainty surrounding defense 
production, the^. f ollovdng paragraphs are devoted to the treatment of severance 
payments anticipated to be necessary upon the completion or termination of 
defanse product ion t 

l^?here the contractor is an established concern and its level of employ- . 
ment h^.s not been substantially increased mth the advent of defense contracts, 
the contingency of substantial severance pa;7ments upon completion or. termina- 
tion qf such contracts is so remote that consideration need not be given 
theratc^ in making cost estima.tes or in determining historical costs* 

-A- specific contractual provision may recognize severance pay in either 
of the f ollovdng situations: > 

(1) The centre? ctor is nev/ly established, is producing other 
than a substantially standard commercial item, and the weight of availa-^ 
blc evidence indicates that upon completion of defense vrork the contrac- 
tor's operations v:ill cease or greatly diminish* Illustrative of this 
situa.tion is a contractor organized to operate a Government-owned facility* 

(2) The contractor is not newly established, is producing other 
than a substantially commercial item, and its level of employment increased 
substantially v;ith the advent of defense contracts (particularly rliere new 


facilities cfr ma.3or..poirbions .theri^o£j/ere placeci'.in ..operation) an* the* 
vjeight o'f available evidence indic'ates that upon the completion of defehse 
v;ork the conti^actor^s oper*atioiis v/ill shrinlc to approximately the pre- 
contrrct a^7a^d levels ' = 
'in either case (l) or (2) above the treatment of severance pay bjr con- ' 
tractual provision should vaiy vdth the type of contract*' In the- case of ' 
cost-t:,T5e contracts and those fixed price contracts the price' of Avhich is 
negotiated upon completion, the contractual provision may provide for recog- 
nition of severance payments actually made upon completion or termination* 

l^iHiere price is deterained before completion, estimates' of severance pay 
costs may bfe included in total estimated cost* Determination 'of the amouht " 
of severance pay to be included in eoet estimates is particularly difficult* 
The amount incl-uded should not be the estimated total possible future" liability 
for severance pajTnents since the contractor is expected to give notice of 
separation in lieu of making severance paymerlts*' The ^oiint included should 
represent a conservative estimate in light of the degree of contingent risk 
assuTiied hy the contractor* Where agreement is not possible, consideration ■ ■ 
should be given to the use of a type of contract \7hrch Yjould permit recogni- 
tion of the cost of severance pajanents upon completion or *erininat*ion of the* 
contract* v.here an allowance for severance pay i& pr Qvided.. In ;a. fixed price 
contract, care must be exercised to prevent duplication of alloT/ance* therefor 
in other contracts* • " ' 


15-^312 #2 Premium Payments for Overtline and Extra^Shlft Work > Costs of 

this nature consist of only the premium portion of overtime and extra-^shift 

payments or accruals to employees, not the straight- time portion* Thus, if 

the rate for overtime v/ork is time-and-one-half of the regular rate, the 

premium portion is the additional one-half t Similarly, if the wage rate for 

« 

a second shift is tv/enty cents an hour above the regular rate, this additional 
amount is the premiumt 

Overtime and shift premiums are allov/able, but the contractor must dis- 
close and .iustify overtime other than of an occasional nature* Vihenever such 
overtime allovr?nces are claimed under cost-type contracts, approval of the 
contracting officer or his authorized representative must be obtained* (See 
paragraph 12-102*) 

Such premiums majr be classified as either direct or indirect labor cost, 
but overtime premiums should be separatelj'- stated in either event* When treated 
as. direct labor cost, overtime premiums should not be included in the base 
.for distribution of overhead* The amount of overtime and shift premium cost 
charged on Government contracts shall not be disproportionate to the amount 
of such costs charged on non-Government i^rork being concurrently performed in 
the contractor's plant* 

15-312*3 Unclaimed V^ages » Costs under cost-reimbursement-t^/pe contracts 
should reflect a credit for unclaimed Y;ages based upon agreement as to the 
amount thereof reasonably expected not to be paid subsequent to the date' of 
settlement* In this event, all \inclaimed wage liability rests v;ith the c^-.i-^- 
tractor* IFIhen such an agreement cannot be reached, the Government T/ill assums 
liability for pajTiient of unclaimed v/ages and eliminate all allovrances there- 
for from reimbursement to the contractor* 


15-313 Other Manufacturing Expenses ; 

15-313 #01 Allocation of Indirect Manufacturing Expenses ^ /miong the 

acceptable bases, depending upon circumstances, for allocating indirect man- 

• » * 

ufacturing expenses are direct-labor-cost, direct-labor-hours, ma.chine-hours , 

• •• 

and units processed. In more complex manufacturing plants, it is appro- 
priate to departmentalize the plant for purposes of accounting for manufac- 
turing expenses when any given type of defense production is concentrated 
in departments having a much higher or lover expense rate than the average ♦ 
Expense departmentalization is also desirable in. larger and more complex 
plants for purposes of expense buc^geting and control bj^ the responsible 
foreman, regardless of the need for a more refined method of expense allo- 
cation. V^^hen manui acturing e:qpenses . are departmentalized, it is necessary 
to cliarge service-department expenses (such as the power plant) and fac- 
'torj general expenses (such as taxes, insurance, etc.) to the productive 
departments on appropriate bases before allocating the respective produc- 
tive department expenses to products (or parts thereof) or to contracts or 
job orders for products. Appropriate bases should be selected for service- 
. department end other expense distributions to productive departments - e.g., 
kilovjatts of connected power load or metered power consumption, in the 
case of oleptric power ♦ 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor effort, in any' productive department, it is most siinple, as 
well as appropriate, to use thrt basis of expense allocation in preference 
to a direct-labor-houl\ or machine-hour basis. When there is much automatic 
or semiautomatic machinerj^ in a productive department, the use of a machine- 
hour-rate is generally more appropriate for expense allocation. The units- 
process ed-bas is of allocation is generally appropriate when a given productive 


department processes only one iten, or the several items are so similar as 
to be susceptible to measurement of units processed in terms pf/a common de- 
nominator — e«g«, steel" sheets of various gauges processed through a roll- 
ing mill* " 

15-313 • 02 Allocation of Engineering Expenses t Engineering expenses 
include such items as the cost of product design, tool design, lay-out of 
production lines, detemination of machine methods and drafting. The prin- 
*ciple of direct costing (see paragraph 15-211)- would indicate the desir- 
ability of charging directly to the benefitted activities (production, fa- 
cilities, and research and development) all engineering costs which can be 
directly identified Tilth such activities, leaving only a relatively minor 
amount of engineering costs (consisting chiefly of • engine erijig administra- 
tive e^cpenses) to be allocated to the activities* -All engineering costs 
charged directly or allocated should in turn be assigned to products, prod- 
uct lines, job orders, contracts, etc* Further treatment of various prob- 
lems in connection >7ith the costing of research and development, tooling, 

and preproduction expenses is included in this Par.t (sec paragraph ^ ); 

facilities contracts are included in" Part km 

15-313 .03 Depreciation , 

(a) Depreciation accounting is a system of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if 'any), over their estimated useful life in a systematic and rational man- 
ner. It is a process of allocation, hot of valuation. . Depreciation for 
the year is the portion of the total charge under such a system that is al- 
located to the year^ Depreciation on a contractor's plant, equipment and 
other capital facilities is an allowable element of contract cost, usually 
of an indirect nature. 


(b) Useful life> as above referred .tO| has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from phj^^sical life. In establishing estimated useful life, 
consideration should be given to all of the factors of wear and tear, ob- 
solescence (both economic and technological), and inadequacy, which are com- 
mpn to the depreciation problem. Of these factors, obsolescence is most 
often the limiting or controlling one. Obsolescence of facilities, from 
the standpoint of economic utilitjr, is always a prospect or contingency to 
be anticipated (differing only in degree, in each instance) with respect to 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant and equipment. Costs of depreciation and maintenance are 
mutually related. Wear and tosx may be increased by lack of maintenance 

or viBTf be made good by maintenance (often indefinitely, so long as it is 
economi-cal to do so and provided obsolescence or inadequacy has not become 
eminent).. Hence, estimates of useful life of facilities in each case should 
take into consideration the actual maintenance policy in effect* 

(c) Depreciation may be deter-Tdned by application of any one of the 
generally accepted methods; however, the selected method and rate of depre- 
ciation used . should, in the absence of compelling, reasons to the contrarj'^, 
consistently be applied from year to year. Generally, however, deprecia- 
tion is too intangible to warrant attempts at meticulous estiinates by ap- 
plication of rates by individual iteiiis of plant and equipment, although 
such cittempts are frequent and will be recognized. Hence, deprccic'-.tion 
will generally be determined by groups of facilities for which the factors 
bearing on estmated useful life are siinilar* The amount of depreciation 
written off in any fiscal period may vary with volume of production or be 
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increased for multishift operation, provided the method followed is con- 
sistent ifith basic objective set forth in subparagraph (b) above. Special 
methods have. been established for deteriiiining depreciation on emergency 
facilities covered by Certificates of Necessity by a special directive set 
forth in an appendix of this Section • • . . 

Xd) Depreciation should be based upon original cost of the facilities, 
X'jhether measured by purchase agreement for a cash consideration, the fair 
value of securities issued in exchange, or similar appropriate measures, 
/^although it is poriTiissible that such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practice will be followed consistently 
in the future and also provided that othen-ziso the charge is made at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view of the estim^-tod useful life of 
the facilities. In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in^the deprecir?.tion charge for the current year./ No other basis 
of determining appreciation in value of facilities may be utilized in de- 
terr.dning;. depreciation for purposes of contract costs; for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
are applicable^ ^ ^ . 


-^Particular attention is invited to the subject matter between the brackets ♦ 
It is desired that comment be submitted on this concept, together with sub- 
stantiation therefor. 


(e) No depreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully depreciated but still in 
use when a substantial portion of such depreciation was on a basis, that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or subcontracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may coinpute normal depreciation on the 
cost of facilities in use without reference to previous depreciation pro- 
visions^ Fully depreciated facilities will be deteriTiined on the basis of 
relating original cost to accumulated depreciation on such cost, regardless 
of whetJier there is an adjustment of current depreciation charges based 
upon adjusting the cost of facilities to current price levels « 

(f ) No depreciation may be allowed on facilities which are not in 
use, except such facilities as are held for reasonable production standby 
purposes and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production* 

15-313^ Oil. Repairs and Maintenance > Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and made the subject of depreciation^ There 
is, of course, a twilight zone between repairs and maintenance and capital 
expenditures within which a contractor should be permitted to operate upon 
the basis of his established accounting practice, if the results are equit- 
able. For example, certain major costs of building alterations and rebuild- 
ing or 
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rehabilitating machinery and equipment may reasonably be treated in some 
instances as either repairs and maintenance expenses or ,capital expendit\ires, 
depending in part upon the contractor's established policy* In maiking 
decisions vdth respect to the alternative accounting treatment of those items, 
consideration should be given to the materiality of the amoiints involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government for use during periods in which the 
contractor will have little defense business<| In the latter case, for con- 
tract pricing p^JTposes, the cost generally should be considered to be of a 
capital nature and the subject of depreciation. In those instances vdiere it 
ma^r be appropriate to charge the cost of extraordinary rehabilitation to 
expense, special care should fee talcen in equitably allocating the costs to 
all the benefited claisses of r-ork (see l5-313«07 "Preparatory Costs")* 
Repairs and maintenance costs on facilities ^^hich are not in use vfill not 
be allo\?ed, except on individual items of machinery and equipment (as distinct 
from entire plants or significant portions thereof) held for reasonable standby 
purposes. Repairs and maintenance on additional plant capacitj'^ reserved for 
defense production vdll be allo^ved only if specifically provided by contractual 
agreement* 

In some instances, allov:ance of substantial extraordinary rehabilitation 
expenses as a charge against defense business may be permitted but T/ill be 
contingent upon the contractor's vjritten egreement to hold the facilities 
available for defense ivork for a stated minimum period* 

l!J-313f6^ Profits or Losses on Disposition of Plant and Equipment ^ In 
determining contract costs, no recognition "vrill be given to. prof its or loszes 
on disposition of plant and equipment for the reason that depreciation, 
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reasonably dGtermined, provides the exclusive charge for the cost of using a 
contractor *s facilities* Hov/ever^ nhen a contractor has capitalized special 
purpose facilities acquired solely for performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
chaoses or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con- 
tractor, an additional cost allowance may be made in determining costs of the 
terminated contracts for the purpose of contract settlement, provided such 
facilities are ' transferred to the Government j. if so desired, or an equitable 
adjustment is made in favor of the Government in recognition of any resale or 
salrage value estimated for. such facilities* . • 

• 15-313.06 Rentals of Plant and Equipment^ Rentals of plant or equipment 
are allovrable if reasonably requ3.red for the performance of the contract and if 
bon? fide and reasonable as to rate and duration* Special care, should be 
exercised in determining reasonableness of rentals in cases in T/hich rates 
T/ere rrrived at as a result of less than arm«s length bargaining* Rental 
costs may not be bona fide \inder the follov/ing circumstances: 

(a) Rentals are paid to persons, including corporations, affiliated 

vith the contr-pctor. 

'. (b) Rent?ls are paid to unaffiliated persons, including, corporations, 
upon property. fornerly o^7nod by the contractor nhen such property "tras fully 
' depreciated or substantially fully depreciated before sale or transfer -.nd 
Government contracts , absorbed a significant portion of such depreciation. 
In either case (a) or (b), rentals v;ill be lisnited to reasonable amount 
of depreciation, as might bo determined if the property r;ere ov/neo by the 
contractor, plus carrying costs which are not paid by the contractor ^.inder 
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the toras of the lease, including naintenance, taxes, and insurance (but 

not interest on the invevstment.)* 

15-313 • 07 . Preparatory Costs^ including Engineering s Preparatory costs 
or expenses, also knovm as "make-readj- costs", are costs specially incurred in 
prcpp-ring to opor^?te under a specific oottract or contracts. They include 
costs of organization and planning., employee recruitment and training, engineer- 
ing and development (including product design, product specifications, and 
planning of production processes and layout) and plant alteration and rearrange- 
ment. Preparatorj'' costs do not include . initial production (starting load) costs 
T?Thich sre treated in paragraph l5-313f 08 or special tooling ivhich is treated 
in parrgraph 15-313«10« 

Prcpc?.ratory costs, A7hen incurred for the exclusive benefit of Government 
production, are allocable directly or indirectly. to the contracts benefiting 
from" such costs. '%en preparatory'' costs benefit other classes of Tvork as v/ell 
as Government ".rork, an equitable allocation to all benefited classes of Hork is 
proper. 

Prcparator/ costs may have been incurred prior to the award of a definitive 
contract. The amounts of such costs, for purposes of contract cost allotvances, 
are subject to approval of contracting officers based upon advance understand- 
ingvS or upon subsequent negotiation. In such case a specific provision cover- 
ing the allovrability of prc-av/ard preparatory costs should be incorporated in 
any definitive contract v;hen future pricing or repricing may be based in part 
upon actual contract costs* Similarly, it is desirable that prior approval of . 
the contracting officer be obtained in the event thrt unusual charges of this 
type are. to be incurred during the life of the contract. Horrever, the ab3c:;nco 
of such provision or approval will not preclude consideration of the costs in 
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subseauent price negotiations or determlnat-ions under such contracts^ • . 

15-313 #08 Initial Production Cost5 #. Ini1;ial Production Costs, also 
knovvn as "starting-load costs", ^ire non-recurring costs t^at arise in^the . 
early stages of production because of the contractor's urifamiliarity or lack 
of exT'erience vrith the particular mterials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs or 
eroenses (also knov/n as "make-ready costs" )• 

Initial production costs m^j consist of the excessive portion of material, 
costs incurred in the early stages of production j on contracts requiring ne\7^ 
products or greatly Increased production, as the result of abnormal quantities 
of materials used or abnormal scrap losses. Initial costs may also consist . . 
of the excessive portion of direct-labor costs, plus a proper portion of the 
related overhead, incurred in the early stages of production due to such 
causes as- excessive defective v/ork resulting from inexperienced labor,, idle 
time 2nd subnormal production occasioned by testing and changing methods of., 
processing, and cost of training employees* The justification for such special 
costs depends upon their nature and causes,, and not merely upon the fact that 
total production costs are high. • , ■ . , • . 

• After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome^ unit cost i7ill usually tend., 
to level off, thereby evidencing the end of the initial period of production 
but not necessarily representing the lov^est unit cost eventually attainable 
during the operation of the entire contract. If, hov/ever, these coats con- 
tinue abnormally high . after a contractor has been alloived . a reasonable length 
of time in which to learn hov; to make a product efficiently, .the. exces&ivo. 
costs may not properly be allov/able for purposes of cost reimbursement 


estimating under cost tjqpe contracts, estimating for formal pricing piir- 
poses in fixed price contracts, or in establishing costs under terminated 
contract settlements • 

15^313,09 RGconvorsion Expenses ♦ Reconversion expenses are those con- 
nected TO,th restoration of facilities to approximately the saine physical 
arrangement and condition they were in immediately prior to the beginning 
of defense work, including the removal of Government property. In many 
cases, reconversion costs, except for the removal of Government property 
are inc\irred for the benefit of future production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where all of the circumstances outlined below exist, reconversion 
costs may be recognized through specific contractual provision, 

(a) There must have been a major alteration or rearrangement of fa- 
cilities at the inception of defense work for the sole purpose of perforra- 
ance of defense contracts, or facilities were newly acquired buildings in 
which Government machinery and equipment has been installed. In the lat- 
ter case, only, the cost of removing Governoient property is to be considered, 

(b) The necessity of reconversion of facilities to approximately the 
sa;riie physical arrarigement . and condition they were in immediately prior to 
the beginning of defense vjork and the costs thereof must be reasonably 
certain, and determinable, . 

(c) . There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or rearrangeijient, . 

(d) Neither the particular contract nor any other contract contains 
an allowance for the use of facilities which would compensate the contrac- 
tor for reconversion expenses. 

Reconversion costs, shall be allowed only in pricing those fixed price 
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contracts in existence or actually being negotiated at the tiiue the costs 
of conversion wore incurred* In the event of subsequent conversions or., 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in cost-reimbursement-tjTpe contracts to 
compensate the contractor for actual reconversion costs incurred in circum- 
stances meeting the above conditions^ 

1^-313 #10 . Special Tooling , The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particular services for which acquired or furnished. 
It inc3.udcs, but is not limiited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. 

The cost of special tooling, when acquii-ed for and its usefulness is 
limited to-^one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts. The cost of tooling which is special to other classes of work will 
be allocated to such work. The cost of non-special tooling is not subject 
to direct allocation, but is subject to depreciation, which is treated 
elsewhere in this Part, except that in the production of standard commer- 
cial products such tooling costs may be treated 'as indirect manufacturing 
expense on an expenditure basis, in lieu of depreciation, when the result- 
ant charges are reasonably equitable between fiscal years, Vlhen the entire 
cost has been allocated to Government contracts, the asset concerned shall 
become contractor-^acquired Government property and be subject to the pro- 
visions of Section XIII and Appendix B, ilSPR, applicable to contractor- 
acquired Government property, 

15-313 .11 Resegirch and Development , Research and development expenses 
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may be divided into two major categories --^ (l) product research and develop- 
ment, end (2) general research. 

(a) Product research and development is that effort i^diich is 'directed 
toT-jard the solution of specific problems encountered in the design or pro- 
duction of a. particular product which has or is anticipated to have military 
or commercial use« The current costs are allowable as costs on defense 
contracts and raay be allocated thereto only to the extent applicable to the 
supplies or sei'vices covered by the contracts, and provided such costs are 
not reimbursed to the contractor under separate research and/or develop- 
ment contracts. No costs of product research czid development may Ife allo- 
cated to Department of Defense product res oar-ch and development contracts 
other thsn the direct costs of perfoinning the contract and the proper share 
of the indirect costs of administering the product research and development 
program* 

r- (b) Genei?al research is all research other than that which is dir^-cted 
toKard the solution of specific problems encountered in the design or pro- 
duction of a particular product which has or is anticipated to have mili- 
tary or co:mmercial use. The cost of general research, when reasonable in 
amount and incurred in accordance with the contractor's established prac- 
tice, is allocable to all classes of vjork, including defense mrk, provided 
such costs are not reimbursed to the contractor under separate research 
contracts. Where the contractor's organization is devoted primarily to 
research work, as distinct from manufacturing, no cost of general research 
may be allocated to Department of Defense contracts for general research 
other than the direct costs of perfonning the contract and the proper share 
of the indirect costs of administering the research program.. No general 
research costs which were incurred in accounting periods prior to the award 
of the particular defense contract(s) (including amounts capitalisjed in 


i 


the cost of patents obtained) shall be allocated thereto, nor will the con- 
tractor be required to. defer research costs incurred during the period of ^ 
pcjTforraance of defense contracts to subsequent accounting periods ♦ 

(c) At tlio option of the procuring agency, cost allowances for re- 
search and development work may be made contingent upon the contractor 
agreeing to waive any royalty charges, under all patents previously obtained 
or which may be obtained in the future from such work, to the extent such 
royalties are applicable to defense work, either directly or indirectly^ 

15-313*12 Patents end Royalties # 

(a) iiiTiortization of the cost of purchased patents owned by a contrac- 
tor applicable to products or processes covered by a contract is an allow- 
able eleraent of cost to the extent reasonably edlocable to the contract. 
Research and development costs loading to patents are treated in prragfaph 
15-313. 11. 

(b) Royalty oosts are allowable, if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which cjiounts were arrived at as a result of less than arm's 

•» ■ ' ■ . 

length bargaining. . Royalty costs may not be bona fide under the f ollovjing 

circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to \inaf filiated persons, including 
corporations, upon patents formerly owned by the contractor when 

the costs of such patents or the research end development work there- 
on were substantially recovered through charges against the costs 
of defense business. 
In either case (i) or (ii) royalties will be limited to. such charges as might 
be determined if the patent were owned by the^ contractor in accordance with the 
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provisions of this paragraph and paragraph 15-^313*11 relative to research and 
developments ■ . ^ 

(c) Cere should be exercised in preventing charges for tb*^- use of patents 
when. the Government, in fact, already has rights to such patents* . (See Section 
IX, i' SPR) ^ 

15-313«13 Plant Protection Expenses » 

(a) Thesg expenses represent costs inciirred in protecting the contractor's 
personnel and plant against fire, theft, sabotage, espionage, civil disorder, . 
enen^r attack, or other violent destructive forces t Plant protection expenses 
are allov;able costs of defense contracts. Normally they i7ill consist of guards* 
xTages and labor costs rel<?.ted thereto, costs of individual equipment, cost of 
plant protecti.on equipment if of minor amoiint, and depreciation of plant equip- 
ment. To the extent these costs are attributable s-olely to defense special 
security- requirements, they are allocable entirely to defense contracts. Costs 
of normal plant protection not resulting from such special requirements, gener- 
ally, should be indirectly allocated to all classes of work. 

(b) A special problem may arise in the case of fi:^ed price contracts, the 
security, classification of which is altered after the. contract has been entered 
into. v!hen such a contract price is negotiated-, the contractor is presumed to 
knov: the plant protection requirements under the contract and is expected there- 
fore to meet such requirements A^ithin the contract price. However, if the 
security classification of the contract were changed by the Government after 
entering into the contract) additional costs^ of plant protection may^ be -aliov/ed 
the contractor by contract ajnendment. The additional costs may include not 
only current costs of an operating nature but also costs of a capital nature if 
the parties agree that the capital costs are incurred solely because of the 


changed security classificatiofi of "the contract snd rrould not have been necessary 
from the contractor's point of viev/^ Also, if a classified contract »is reclasisi- 
fied doivm-irard ' dTiring its performance thereby permitting a savings in plant pro- 
tection costs, Such savings should, if material, be the subject of a contract 
amendnent passing the savings on to the Government. 

(c) Civil defense costs must be Allocated, to ail vrork ocf the contractor 
performed ?t the particular location -vYhere the costs are incurred* When the 
.Government's portion of the output of the particular plaiat is not material, '"' 
the reasonableness of the incurred costs need not be questioned. However, "since 
usually past e>:perience vrill not provide a guide as to reasonableness, civil 
defense costs should be the subject of specific agreement v:hen the amount of 
such costs to be allocated to Government contracts is substantial* '?hen this ' 
is the case.^ reasonableness may be judged in light of: ' 
: (i) ,Jleco^nendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

•■- • . ■ • 

local area* ♦ • - • • ' 

(ii) The extent of like measures being taken by other businesses 
irithin the local area, particularly those not producing under Govern-' 
ment contracts.* . 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furbishing an inducement to the contractor 
to incur the cost* 

l5-313«lU Insurance and Bonds* ' 

(a) The net cost of insurance and bonds, after deduction of dividends or 
other alloT-rances \7hich may be expected, if r':asonabiy necessary to the operation 
of a business, is an allov/able cost on Government contracts to the extent alio- 
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cable • Some, but not ally of the types of coverage which may be reasonably 

necessary are property, aircraft, automobile, general liability, product 

■ 

liability, worlcrten's compensation, emploj^'ees* group, accident and disabil- 
tty, use and occupancy, and employees* fidelity and surety bonds (including 
porforraance bonds )• * ' 

(b) Insurance on the lives of officers is not an alld^jable cost, ex- 
cept when preiTiiums are paid in behalf of executives or ciigDloyees pursuant 
to specific agreement or established policy vhereby such payment may be 
properly considered as additional compensation (Paragraph l5-330#02)t 

(c) When a contractor assumes insurable risks of ary tj'pe, a rc^ason- 
able provision for* losses estimated l^y the contraclwr is an allowable cost 
if such provision is based upon actual loss experience to the extent feas- 
ible; or, in the absence of adequate loss e:qDerionce data, it is not in 
excess of net costs which ^jould be paid for such insur'ance if carried by ' 
private insurance companies, less agents' co:cnmissions and other acquisition 
and survicin^ costs • 

(d) Wliere the contract requires ' review and approval of contractors 
insurance prograjn by tlic insurance authorities of -the militarj^ departments, 
procurcnient end audit personnel of the military departments will be governed 
thereby # 

15-313.15 Taxes , . • 

(a) In .general, taxes which the contractor is required to pay 'and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal incomd and excess profits 
taxes} taxes in connection with financing, refinancing or refunding opera- 
tions (see paragraph l5-330#05)j and special assessment's on land v/hich 
represent capital improvements. 
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(b) Taxes wiicn are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- 
vided that the contractor; (l) promptly requests instructions from the con- 
tracting officer concerning such taxes; (2) agrees to comply with such in- 
structions; and (3) if so directed by the contracting officer also agrees 
to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legeJ-ity of such assessment or, as the 
If 

case may be, to secure a refund of such taxes and any interest or penalties 
thereon* Interest and penalties incurred by a contractor by reason of the 
nonpa\inent of any tax at the direction of the contracting officer, shall 
be allowable as a cost# Reasonable expenses of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as^. costs ♦ 

(c) iiny refimd of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs ab- 
sorb the costs of taxes, interest or penalties. If at the time the refund 
is received by the contractor, no defense contracts are being performed, 

the aiiount otherwise to be credited to contract costs shall be paid directly 
to the Government ♦ 

(d) \lhere it becomes evident in negotiating a contract price that a 
contractor j^y be required to. pay a tax, the legality of which is ques- 
tionable or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract conteins pro'visions substantially similar 
to those set out in subparagraph (b) (1) (?) and (3) above. 


i5-313«l6 Strii'.cs gnd Lockouts » The situations conditions sur- 
rounding strikes and lockouts are so varied that it is impossible to estab- 
lish a general principle providing for ?.llovjance or disallowance of costs 
incurred during such occurrences. Each case must be considered on its own 
merits in the light of the philosophy expressed or implied in the' principles 
and stpjidards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses » ^ • 

15-320#1 Allocation of Selling and Distribution Expenses , Selling and 
distribution expenses in general arc subject to allocation to the cost of 
defense work to the extent appropriate, considering the methods of selling 
and distribution to the Government or to prime contractors or subcontractors. 
Generally, selling end distribution expenses should be allocated between 
product lines, or to products sold to the respective customer types (where 
sales methods arc different), based on analysis of the cost elements in re- 
lation to the selos efforts. In sono cases, it may be appropriate to first 
allocate these expenses in whole or in pert as between defense and nonde- 
fense business, and then to allocate the expenses applicable to defense 
business c.ge..±nst the individual defense contracts or products. The prin- 
ciple of direct costing is very importajit in this area. For example, when 
special defense products are sold to the Government or to defense contrac- 
tors by separately identifiable einployees of the majiuf acturer, the cciTipen- 
sation and expenses of such employees may be appropriately charged to costs 
of such product s# VJhen, in such cases, there is a separate sales organi- 
zation or identifiable group of representatives engaged in selling to non- 
defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, when standard com- 
mercial products are sold at fixed prices direct to the Government or to 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one 
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established sales organization, the same selling expense per unit of product 
may be used in cost estimating, except when the quantities expected to be 
sold are so abnormal in relation to sales effort that the use of historical 
costs would result in the inclusion of an unreasonable amoimt of estimated 
selling expenses • In the l&tter case. 
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the fixed selling expenses should be charged to normal nondefense sales^ leaving 
the defense sales chargeable only v/ith a proper share of the variable costs • For 
an illustration of this principle see paragraph l5-320«5 re advertisings 
l5-320»2 Salesmen's or Agents^ Compensation s 

(a) Salesmen's or agents* compensation allocable to defense contracts 
should be reasonable in the light of the services rendered^ . If inequitable or 
exorbitant compensation is paid, it shall be subject to disalloT/ance, to the 
degree doomed excessive, for the purpose of allocation of costs to defense 
contracts. For example, Virhen defense business consists of standard commercial 
products v/hich are sold normally on a commission basis, sudden expansion of 
defense business may necessitate the adjxistment in the amount of compensation 
alloc'-^ble to defense contracts^ 

(b) No fee, commission, percentage, or brokerage fee sha]JL be ailov^-ed as 
a centra ct cost xfhen contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or selling . 
agencies maintained by the contractor for the purpose of securing business. 

This provision shall be applied in a manner consistent with reprc^sentations or 
agreer.ents of contractors or prospective contractors in the light of ASPR, 
Section I, Part 5» 

15*320#3 General Sales Expenses , Those expenses, consisting of salaries 
and expenses in connection v/ith direction and supervision of all sales efforts, 
clerical expenses in maintaining sal^s records and statistics in some cases, 
and similar overall sales expenses, may be considered to be allocable indirectly 
to defense products or contracts in some cases based upon the specific facts 
in each case' , provided the basis of allocation is equitable as between defense 
and nondefense business as a whole in the light of the relative services rendered. 


l5-320#]4 Bidding Expenses > C\irront bidding expenses of both successful 

and' unsuccessful bids normally . will be treated as. indirect expenses, and appor- 

tioned currently to all business, of the contractor in v;hich event no bidding 

^ ' ... ' ' ' ' 

expenses of past accounting periods vdll be chargeable to defense contracts* 

HoTrevor, YJhere it is the contractor's established practice to treat bidding 

e5q:enseG by some other method, such method may be acceptable if the results are 

substantially the same as would have resulted from the application of the method 

described above* 

l5-320#5 Advertising * Advertising expenses include the costs of materials, 
space, time, layout, and expenses of the department which supervises such activ- 
ities# ^advertising expenses are generally incurred to promote the sale of. the 
contractor ^? regular commercial products and should be assigned thereto*. Adver- 
tising may be appropriately considered for allocation to the cost of defense 
contra ctr; in the follo^dng cases: - 

(a) Advertising directed solely tov^ards the 3!*ecruitment. of nev; 
einployeos* • . 

(b) Advertising in trade and technical journals for the purpose 
of establishing necessary business contacts in connection v;ith the sale 

^ of defense products to Government contractors, or xvhen such periodicals 
arc believed to be of value in the dissemination of technical inforna- 
. tion thin the contractor's industry* 

(c) Publication of catalogs, price lists, and technical pamph- 
lets rrhich aid users of the contractor's products, including the ' 
Government or defense contractors, excluding, of cotirse, the cost of 
such" publications prepared for the Government under separate contract 
consideration* 


■ . ' (d); AdvertjLsing for cpimnercial products, ; other: than as. in . (a) • ; 
th2?ough (c) above, pot in excess of the contractor's average annual 
costs incurred, prior to the aivard of defense contracts, establish^cl. 
.'practice, nay. be allocated to defense prime contracts arid subcontracts 
for .such .comniercial products on the basis that the costs, v/ill . first 
be assigned to the contractpr 's npndefense. business in the sa^e amount 
per. unit sold ^as v/as . assigned, to. such . units prior to obtaining defense : 
business; the amount. -remaining after. such; assignment may. be allocated 
to defense prime and subcontracts but net in e:{cess. of the amount per - 
unit, on nondefen-se. business; pro.yided, |ho^7eyier>. that when defense 
sales are merely iijcidentai^ such ico.st allocations may be mde:. on an 
overall prorata basis.* ■ . - - • _ - ^ ;: . • 

;. (e) Advertising -costs, other than ^as in. (a): through (c.) , above, . ; 
may not be. allocated to defense prime contracts' and subcontracts- €or .:.; > 
nonrco2ff:^rcial. products r The sole exception , to this rule exis^ts .;±n ' \ 
^ crses ..where, in connection with undertaking defense work, the conpi i 
- tractor *s volume of nondefense work is reduced substantially,- and the 
market demand for the contractor's nondefense work is. such tjiat the 
reduction \7ould not othervvise have occurred* In such cases, in order 
to iTiaintain good will, the contractor may need to continue to adver- 
tiso in accordance with the contractor's average annual costs incurred 
prior to the award of defense contracts • In such event, the excess of 
reasonable advertising costs oyer the. amount chargeable to nondefense 
business at per unit rates previously prevailing may be allocated to 
defense business* 

l^-320*6 Product Transportation and Delivery Expenses * These expenses. 
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■when required by the terns of a contract, are. properly allov;able» Whenever 
significant in amount and provided it is feasible, they should be determined 
and allocated as a direct cost of the product or contracts 

l$-320«7 Warehousing Exponses .» T^Tienever a manufacturer, maintains and . 
ships products from warehouses strategically located in order to provide better 
service or reduce transportation costs to customers (as is frequently found 
Tdth standard coir4nercial products or spare parts), the eacpenses of warehousing 
such stocks, including transportation from factory to Y;arehouse, are allowable 
vhen fairly allocated to defense sales in relation to total sales of products 
delivered from such rrarehouses.t On the other hand, where products sold under 
a defense contract are not delivered or serviced from such warehouses none of 
the cost of operation thereof %s allocable to the contract* 

l5-320#8 Service and 'Tarranty Expenses f In cases where the contract 
terms covering sale of defense products include an. obligation on the part of 
the contractors, without additional separate compensation, to provide service 
in installation, training, operator.s, correcting defects in the product, re- 
placing defective parts, making refunds in ca^e pf inadequate performance, etc*, 
the price. or cost of the product should include an allowance for the cost of 
such undertakings* Generally, anj'- Y/arranty of the product as to performance, 
materials, and worlananship will be for a. definite period of time* In the case 
of cost-rreimbursement-type contracts, actual costs of performance to be reim^ 
bur sod to the contractor vdll include .such of the foregoing costs as must be . 
incurred ta comply vrith the terms of the contract, and the period of performance 
of the contract will usually not expire until the end of warranty period and 
coiipletion of performance of any vrork reouired by the terms of the warranty* 

• • ■ ^ ' « 

However^ in some fixed-price contracts, a v/arranty may extend for a period of 
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time considerably: beyond delivery^ In such' casesy, it is necessary to dsiiiaate >' 
the cost of ' services and warranties, usually ^'^s -a -perc.^^ .of produce cos t> / 
for purposes of* price negotiation. ' Estiiaating^Tw^rranty costs mast uistially.be 
based upon i^^st experience in similar circmStancesV .^^e alloavances ' aire made 
for costs of performance under ^v^rrantie^ a3 pro^ should be; no; 

duplication of the allowance for the risks in figuring allovrable prbTits* 

15-320^9'- Entertainment Expenses . Entertainment .expenses, as s'uch,^ shall 
not bo conisider^d either, di^ectl^ or indirectSy ;as^,a. cost ^o^^ 
ment contracts.' HoweveTj .whiBn expenses "ari^e;=^s /.at result of purchiise of meals, 
local transportation, rent of faciiitlefl .'fbr: meet^ and otiief'' incidental 
costs, and the prima.iy purpose of incurring such.sCpsts is the disseniihatiqn of 

' ' ........... ^'^^'S 

technical inforaation or the stimulatibh of- prpductiqn, ^uch cost^* ire allovi^able 
in determining the- cost of Government" contra$tst... ^ : . " • - v./ 

l^-ljiCi ■ General and Administrative' E!?cpfenses ,» ^ , . .; y ' 'x 

15-330; 01 : Allocation of General and Mmnlstrative Expienseg> --^^^^^^ the 
acceptable basfes^ depending upon the circumst^tnc^s, of allocating igerieral and j/ 
administrative e3Q)en5.es are procVsslrtff: cbsts .(direct labor, factoa?y overhead, ; 
and other factory /production costs' exclusive of.. direct 'material)y^f 
costs (prodessing costs .plus direct ni^terial), cost of goods completed, cost of 
sales, and sales (where no more satisfabtory basic is available), provided that 
eqiiitable i-e suits /ai'e thereby obtainedt In the selection of the particular 
method or methods of apportionment, special consideration should be given to . 
any such unusual factors as charges of subcontractors and fixed asset improve- 
ment programs^ /ill pertinent factors should, be revie\r/ed from time to time, 
especially if and Vv^hen there is a change in the nat\ire or volume of production, 
to determine whether the indirect expenses continue, to be apportioned equitably 1 


Where the nature of a contractor's business has not changed basically by a shift 
to defense production, the presunption is that his f omer methods, if tested by 
operation over a considerable period, are satisf actory«. However, this is only 
a presuii5)tion and should be reexamined in light of probable increased productiont 
"When the business has changed substantially because of -such a shift, the contractor's 
former methods of allocating indirect expeniseis may be entirely inappropriate and 
so should be thoroughly reviewed^ ' ■ ' , ' • 
l5-330»02 Executive Cong)ensatioh < 

(a) Executive conperisation consists of all emoluments (including salaries, 
bonuses, stock options^ etc«) paid or accinied for services actually rendered to 
the contractor by executives, officers, partners^ sole proprietors, and others of 
similar rank arri abilities • , Subh costs are allowable T*en reasonable in amount in 
the light of the services rendered* TrThere the contractor's organization was a 
going concern for a significant period prior to the airard of. defense contracts, 
the amount of compensation established' by the cbntraet(»v^ normally be considered 
reasonable* In other cases and in any case wheTe^l^l^^ not 
to have been determined through a^ the eniplojinei: and 

the executive special consideratibii may be required* Arm's length bargaining 
may be. lacking in any one of the following situations among others 8 

(1) ThQ executive or a.nKjmber of hi^ immediate family owns, or is 
-committed to acquire a substantial financial interest. ;in the. contractor's 

organizationj or 

(2) Ownership of the contractor is* limited to a small cohesive group; 

or ^ ... 

(3) The volume of Government contracts When related to the contractor's 
total business is such as to influence the contractor in his determination of 

executive, compensation; or 
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(U) The services rendered by any individual are clearly dispro- 
portionate in a major degree to the coiwpensatiori paid. 
Allowances for compensation of partners or sole proprietors may properly 
be included in executive compensation even though not actually paid or 
accrued in the accounts • Where executive compensation is considered to be 
unreasonable in amount, the excess over the amount considered reasonable will 
not be included in determining the amount allocable to Government contracts. 

In the case of cost type contract, any allowances for compensation for 
partners or sole proprietors should be incorporated in the contract. 

(b) The cost of options to purchase stock of the contractor corporation 
granted to executives thereof is a part of executive compensation, and, as 
such, may be allocated to Government contracts, as follows: 

(1) The cost of stock options to the grantor corporation is the 
excess, if any, over the option price of the fair market value of the stock 
on the date the option is granted to a specific individual. 

' (2) This cost is to be amortized at an annual rate not to exceed 
three percent of the fair market value of the stock on the date the option is 
granted. The period of amortization is to begin with the date that the option 
is granted in recognition of the fact that the benefits to the corporation 
extend over a period of years and do not accrue in one year when the option 
is granted or when it is exercised. 

15-330.03 Travel Expense . Travel e3q)ense, when incuired for business 
purposes, is an allowable cost. The cost may represent pajnfnent for actual 
costs incurred, or payment may be on a per diem or mileage basis in lieu of 
actual cost, or a combination of the two methods may be used, provided the 
method used does not result in an unreasonable charge. 

The mode of travel, accommodation or subsistence shall be in keeping with 
the contractor's established practice. Should there be no established practice. 
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the cost shall not excoed an amount corjnensurate ivith the natiire and responsi- 
bilities of the traveler^ Costs of entertainment shall not be included. 

Special circunstances create situations for which there may be no precedent. 
For example^ costs of transporting entire families from one geographic location 
to another, ?.nd establishing them thereat, may have to be incurred if a coiipetent 
skilled labor force is to be recruited and jnaintained. Generally such costs are 
allov;ablc, but there may be specific instances in v/hich a part or all vdll be 
excluded if considered excessive or unnecessary. 

15-330 tOU Legal, Accounting, and Other Professional ExDensos . Costs of 
professional services, 'v7hether performed by the contractor's employees or by 
other members of the particular profession retained by the contractor^ are 
generally allowable • Such costs must be reasonable in light of services rendered, 
and payment uiust not be contingent upon recovery of the cost from the Goverament. 

Such services must have been reasonably required by the business, although 
not necessarily required solely for the performance of Government contracts. 
Factors to bo considered (among others) v/hen determining the reasonableness or 
necessity of incurring the cost in a particular case ares (i) past pattern of 
such costs, particularly in the years prior to the award of Government contracts; 
(ii) the impact of Government contracts on the size of the contractor's business 
(i.e., x:hc:t neiv problems arise) j (iii) the nature and scope of managerial services 
expected of the contractor's o\7n organization j (iv) the degree of conflict of 
interests v:hich nay exist betiveen the contractor and the U.S. Government j and 
(v) whether or not the proportion of Goverament production of the contractor's 
total production is such as to influence the contractor in favor of inciirring 
the cost, particularly where the services rendered are not of a continuing nature' 
and hcve little relationship to production under Government contracts. 
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If, in light of the foregoing, it appcr^rs that any othen?ise allo^ivable costs 
arc not reasonably required by the business or are excessi'^e, the allovTable por- 
tion v;ill bo reduced to an appropriate amount, if any, for purposes of allocation^ 

l5-330#05 Business Organization Expenses ^ Business organization expenses 
consist of those ordinary and reasonably necessary expenses which are incurred 
because of the use of the corporate, partnership, or other form of organization* 
Reciirring business organization expenses are allowable. Exanples of such recur- 
ring exr:ensoz, T;ith respect to a corporate forn of organization, are fees paid 
to nembers of the board of directors, cost of shareholders meetings, proxy solici- 
tations, preparation and publication of annual reports to shareholders and prepara- 
tion and submission of required reports to regulatory bodies having jurisdiction* 
Non-recurring expenses, particularly those directly related to the acquisition of 
additional capital, are not allov/c^.ble* Examples of unallov/able costs v/ould in- 
clude legal and profession'?l fees paid in connection with the preparation of a 
prospectus, costs of preparation and issuance of stock rights, and amortization 
of "organization e^tpense". /dlowable costs shall, normally be considered to be 
recson-'-blc in ariount when incurred in accordance vdth the contractor's established 
practices, particularly those in effect prior to the award of Government contracts^ 

l?-330*06 Bad Debts ♦ Brd debt losses, whether actual or estimated, arise 
from the contractor's non-Government business* No alloivance for such losses 
shall be made in costs or prices \inder Govema-nent prime contracts « However, in 
the case of subcontracts, particularly lower-tier subcontracts several contracts 
removed from the prime contractor, consideration may be given to a reasonable 
allowance for bad debt losses not to exceed the rate experienced by the subcon- 
tractor in doing business with the same class of customer* 

15-330*07- Contributions and Donations * Contributions and donations to 
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established nonprofit charitable, scientific, and educational organizations are 
properly allocable to Government contracts j provided th??t such costs (i) may 
reasonribly bo e:cpectcd to result in future benefits to the contractor through 
advancing, directly or indirectly > the technology of his industry or increasing 
the supply of trained nanpovfer available to itj (ii) are in lieu of the cost of 
similrr facilities, v;hich facilities the contractor T/o\ild othcir/ise have to 
provide, as for example, employee medical or recreational facilities; or (iii) are 
expected of the contractor by the community and it can reasonably be expected 
that the prestige of the contractor in the community would suffer through the 
lack of such contributions • In general, item (iii) will not be applied unless 
it is the practice of most business firms in the sane community to make contri- 
butions to such organizations. 

The propriety of the amount of particular contributions and donations and 
the aggregate thereof for each fiscal period must be. judged ordinarily in light 
.of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts^ The amount of each allovirable contribution must 
be deductible for pvirposes of Federal income tax, but the deductibility of the 
contribution for income tax purposes does not in itself justify its allovrability 
as a contract cost. 

l5-330#08 Trade, Business, and Professional Activities . 

(a) Memberships . Costs of membership in trade, business, and professional 
organizations are allowable \7hen incurred in accordance v/ith the folloiving 
standards: 

(i) Memberships are consistent vdth the established practice of 
the contractor, particularly his practice prior to the av^ard of Govern- 
rtent contracts. Hov/ever, if the nature or volximf.; of the contractor's 


production has been altered significantly by Government contracts, 
departure £rom the prior program may be justif iedt 

(ii) When the organization is a local one and meiribership would 
be expected of all eiiTiilar business firiTis in the business community. 
Local organizations must be primarily for trade, business, or pro- 
fessional purposes* Social, cultural, or recreational activities, 
if any, of such organizations must be incidental* 

(iii) If the organization is regional, national, or international 
in scope, membership therein should be held hy a majority of like firms 
in the same industrjr. 

(b) Subscriptions > The cost of subscriptions to trade, business, pro- 
fess j.onal, or technical periodicals or ser\'icos is allowable when incurred 
in accordance with the contractor's established practice and the costs are 
reasonable in aiuount* 

1$«330*09 Employee Iforale, Healtht and Welfare * Expenses for employee 
morale, health, end welfare activities, such as emploj-ee publications, ill- 
ness or first aid clinics, tcaprovement of working conditions, and others 
aimed to improve employer-employee relations or employee performance, may 
be considered to be allowable if they are reasonable ctnd necessary. The 
contractor's established practice or custom in the industry or area xdJl 
be considered in making such deterraination. 

15-330*10 Cgfetcrias, Commissaries, Do3rmitorieSj end Crnt eens » This 
class of expense consists of the cost, loss revenue, of food, beverages, or 
living accoi-mviodations provided for members of the contractor* s organization 
at their regular duty stations, ^^en reasonably required by the nature of 
the contractorJfs operations, pl^nt location, established policies, or em- 
ployer-en?)loyee agreement, such costs shall be allowable* On the other 
hand, any profit on such activities 
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shall bo considered as r. credit to the contractor's overall expenses before 
allocation to defense contracts j vinless such expenses are reduced for all the 
costs of such r.ctivities, including use of facilities, space^ and utilities 
Tdth eliinination of such credits from the contractor's general expenses subject 
to cost allocations to defense business* 
l5^3UO Financial and Other Expenses : 

15-3U0#1 Interest on Borrowed Capital t Profit margins allowable in con- 
tract pricing are based, among various factors, upon consideration of normal 
interest return on total capital employed (including borrovrcd capital) and comr- 
pensation for risks (including loss of any capital) except to the extent that 
risks are the subject of compensation through cost alloivajices or are assumed 
by the Governnient under special forms of contract pricing, vjhon no pricing 
allotrance for such risks should be made# In this v/ay, every contractor should 
receive nondiscriminatory treatment^ T;hether he furnished his entire capital or 
borroT:s a large portion thereof, or v/hother he is organized in the form of a 
corporation, a partnership, or a sole proprietorship* Accordingly, irterest 
paid or accrued, regardless of the nature of the obligation v/hich gives rise to 
the interest cost, is not an allowable item of cost to be charged directly or 
indirectly to the Government contracts • 

15-3U0«2 Contingencies > 

(a) No allov/ance for future contingencies shall be included in making 
determinations of historical costs* Costs of events v/hich occurred during the 
period of contract performance, but the amount of which is currently indetermin- 
able, may be recognized as follows: 

!• A mutually agreed upon settlement may be negotiated in 
lieu of waiting for the exact future determination. 
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2, ThG contract i!ir?y be held open as to the particiilar item 
pending the exact deterninr.tion of the c?.inount of the cost 
on Gn .actual basis* 

Individual paragraphs of this ?art contrin more specific treatment of contingen- 
cies rclr.tod to the subject matter of such paragrr.phs, and in such event they 
;vill ho controlling. 

(b) Allov;ances for specific contingencies v;hich "^re reasonr.bly certain 
and deterTiinable niv^y be made in cost estimr.tes for use in negotiating f onvard 
prices of fixed price contracts* Other contingencies are not allor/able as costs 
in forward pricing actions, but their possible impact may be considered in 
establishing contract prices and ceilings in accordance with Part hj Section 
III, ASPRt 

l5-3iiO«3 Termination Costs » The additional costs th^t arise as the result 
of termination or cancellation of Government contracts (or subcontracts, including 
purchase orders), for the convenience of the Government^ are allowable* These 
costs include: 

(a) Settlement Expenses: Reasonable costs of settlement, . including 
accounting, legal, clerical, and other expenses reasonably necessary for the 
preparation of settlement claims and supporting data vdth respect to the termi- 
nated portion of the contract and for the termina.tion r:jxd settlement of sub^ 
contracts thereunder, including expenses incurred for the purpose of obtaining 
payment from the Government but only to the extent reasonably necessary for the 
preparation and presentation of settlement proposals and cost evidence in 
connection therev;ith* Settlement expenses include reasonable storage^ trans- 
portation, and other costs incurred for the protection of property acquired or 
produced for the contract or in connection vdth the disposition of such property* 


(b) To be excl\2ded from ?.llov;r.ble costs in the event of terinination 
are the folloY;ing: 

!• Costs due to unrec?.sonable delcy on the part of the 
contractor in complying vdth the clause of the contract entitled 
''Terirdnntion for the Convenience of. the Governments" 

2m Costs incurred as the result of purchasing or producing 
facilities, materials, or services in excess of the reasonable 
quantitative requirements of the entire contracts 
l5-3iiO.U Losses on Other Contracts ^ A los^ sustained by a contractor on 
Siny contract is not alloivable as a cost of ixsrformance of anjr other contract* 
Such losses sJi^-^^l include any excess of cost over income \inder ary and all 
other contracts whether such other contracts are of a supply, research and 
development, or other nature* 
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Detervrtination of the foregoing facts in any case may require submission of 
cost data of the transferor t 

15-312 Labor s The cost of obtc)ining the services of any individual 
includes the base salary or wage, plus the cost of all fringe benefits • 
Therefore, both the basic salary or vSi^e and all fringe benefits will be 
consider9d in detervaining the reasonableness of the earnings of an indi- 
vidual in relation to services rendered^ Direct labor cost consists of 
salaries and wages identified specifically vith the performance of a con- 
tract, job, or product t Labor services utilized for joint objectives may 
be treated as indirect costs if specific identification is impractical or 
uneconoraical rnd the results of allocation are equitable ♦ In deterraining 
historical costs, labor will geners^lly be charged at actual rates paid by 
the contractor • However, if it is the. contractor's consistent practice 
to charge for perforraance of groups of 
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labor at an .-average rate, or 'to use standard labor rates, with consequent 
savings in clerical e^cpense or iirlprbvement in labor 'tontrol, such methods' 
may be used, provided l&bor groupings and the adjustment for cost variances 
result in a reasonably accurate assessinent of total charges^ Similarly, when 
labor costs are required for making cost estimates, the use of standard labor 
rates and standard time allov/ances (appropriately adjusted for experience 
variances) or reliable engineering estimates is acceptable. Ordinarily the 
use of v/age" rates higher than current going*rates will not be permitted for 
estimating purposes • In order to avoid substantial allowances for such con- 
tingencies, escalation or price-redetermination clauses are provided. ' Ho\v- 
ever, situations involving inore^.ses in T^age rates which are reasonably cer- 
tain and determinable or relatively minor in amount may warrant recognition 
being driven thereto in making estimates. 

15-312.1 Fringe Be nef its—Va c ations, Holidays, Sick Leave, Military 

Leave J Pension and Retirement Plans j and Employee Insurance ^ but 

Exclude -Severance Pays . 

uomcensa-cion or tnese t3"pes is allovfable to the extent that, in each individual 
case, it is reouired by (i) lavi^ (ii) employer-employee agreement, (iii)' 
established policj*' that constitutes, in effect, an implicit agreement on 
the contractor's part, or (iv) circumstances of the particular emplosanent. " 

The cost of "fringe benefits" is part of the cost of the work performed 
by the employee vrhile on the job, and must be considered as having a direct 
relationship to such v/ork. Hov/ever, in recognition of the different' account- 
ing treatments by different contractors accorded fringe benefits, the cost 
thereof may be allocated to Government contracts on any of the following 
bases, provided equitable results are achieved: 

(a) Each class of compensation is preferably 
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to be ?.ccrued as a cost over the period in which it is earned. 

(b) •■liere it is the contractor's established practice to record the 
costs at the time of payment^ such practice may be acceptable* This is 
the most commonly used method of accounting for "fringe benefits^" but 
its use might result in inequities in some cases» For example, if a 
Government contract v/as performed over the summer months during vrhich 
most of the contractor's employees took vacations or military 3.eaves, 
recognition of the cost at time of payment v/ou3,d be inequitable to the 
Governmentt On the other hand, if the contract or contracts extended 
over approximateljr one year arKi the proportion of Government v:ork to 
the contractor's commercial work remained stable, this method might be 
equitable. _ ' \ 


(c) H'hen the costs of any of the elements of fringe benefits are 
greater or lesser udth respect to defense, business as compared with 
nondefense business, such costs should be allocated, so far as feasible 
and appropriate, between the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistentljT for 
all elements of fringe benefits having a different cost relationship 
of defense business as compared with nondefense businer-ss, 


(i) It may b-- practicable to negotiate c:?quit5blc rate for tVinf-r. 


benefits based upon experience .for a representative period in lieu of 
individual consideration for each iten# Changed conditions and cir- 
cumstances Y«ould have to be considered in making such ia determination • 
The experience rate rrould then be applied to the more direct labor costs 
to determine the allo\7able costs # The use of such rate should be subject 
to revision in light of changed conditions • 

The cost of pension and retirement plans is covered more fully as the 
subject of a directive set forth as Appendix ^ to this Section* 

l$-312»l| Severance Pay » The cost of severance pay will be considered 

only to the extent that, in each individual case, it is required by (i) lav:, 

"... 

(ii) emploj^er-employee agreement, (iii) established policy that constitutes, 
in effect, an implicit agreement on the contractor's part, or (iv) circumr- 
stances of the particular employment • Theoretically, the right to severance 
pay is earned during the entire period of employment of the individual or, 
T^hen b5?.sed upon specified years of service, is earned during those yearst 
In theory, the cost of severance payments should be recorded in the contract^ 
or^s accounts during the periods in vjhich the employee earned the right to 
such pajTnents. Horrever, fe^; contractors accrue severance payments because 
(l) the clerical expense involved in identifying and recording the cost for 
each employee is not justified; and (2) there is considerable doubt that 
any substantial payments v/ill have to be made since payment is solely con- 
tingent upon future events* 

The cost of severance payments may be included in cost estimates only 
to the extent that such estimates are based upon severance payments actually 
xaade over a representative past period* In determining historical costs 
severance payments actually made are allowable if not in excess of the cor-t 


of such payments over a representative past periods l/Vhere the Contractor pro- 
vides for accruals of severance payments in lieu of recording the cost thereof 
at the time of payment, such method ^vill be acceptable if the amount of the 
accrual is reasonable in light of payments actually made over a representative 
pr.st period* Generally, the cost of severance payments made during the per- 
forma.nce of defense contracts should be allo.cated to all classes of v;ork being 
performed at the time of payment s^ince it is a reduction of total work which 
causes the severance • Because of the degree of un.certainty surrounding defense 
production, the^. f ollovdng paragraphs are devoted to the treatment of severance 
payments anticipated to be necessary upon the completion or termination of 
defanse product ion t 

l^?here the contractor is an established concern and its level of employ- . 
ment h^.s not been substantially increased mth the advent of defense contracts, 
the contingency of substantial severance pa;7ments upon completion or. termina- 
tion qf such contracts is so remote that consideration need not be given 
theratc^ in making cost estima.tes or in determining historical costs* 

-A- specific contractual provision may recognize severance pay in either 
of the f ollovdng situations: > 

(1) The centre? ctor is nev/ly established, is producing other 
than a substantially standard commercial item, and the weight of availa-^ 
blc evidence indicates that upon completion of defense vrork the contrac- 
tor's operations v:ill cease or greatly diminish* Illustrative of this 
situa.tion is a contractor organized to operate a Government-owned facility* 

(2) The contractor is not newly established, is producing other 
than a substantially commercial item, and its level of employment increased 
substantially v;ith the advent of defense contracts (particularly rliere new 


facilities cfr ma.3or..poirbions .theri^o£j/ere placeci'.in ..operation) an* the* 
vjeight o'f available evidence indic'ates that upon the completion of defehse 
v;ork the conti^actor^s oper*atioiis v/ill shrinlc to approximately the pre- 
contrrct a^7a^d levels ' = 
'in either case (l) or (2) above the treatment of severance pay bjr con- ' 
tractual provision should vaiy vdth the type of contract*' In the- case of ' 
cost-t:,T5e contracts and those fixed price contracts the price' of Avhich is 
negotiated upon completion, the contractual provision may provide for recog- 
nition of severance payments actually made upon completion or termination* 

l^iHiere price is deterained before completion, estimates' of severance pay 
costs may bfe included in total estimated cost* Determination 'of the amouht " 
of severance pay to be included in eoet estimates is particularly difficult* 
The amount incl-uded should not be the estimated total possible future" liability 
for severance pajTnents since the contractor is expected to give notice of 
separation in lieu of making severance paymerlts*' The ^oiint included should 
represent a conservative estimate in light of the degree of contingent risk 
assuTiied hy the contractor* Where agreement is not possible, consideration ■ ■ 
should be given to the use of a type of contract \7hrch Yjould permit recogni- 
tion of the cost of severance pajanents upon completion or *erininat*ion of the* 
contract* v.here an allowance for severance pay i& pr Qvided.. In ;a. fixed price 
contract, care must be exercised to prevent duplication of alloT/ance* therefor 
in other contracts* • " ' 


15-^312 #2 Premium Payments for Overtline and Extra^Shlft Work > Costs of 

this nature consist of only the premium portion of overtime and extra-^shift 

payments or accruals to employees, not the straight- time portion* Thus, if 

the rate for overtime v/ork is time-and-one-half of the regular rate, the 

premium portion is the additional one-half t Similarly, if the wage rate for 

« 

a second shift is tv/enty cents an hour above the regular rate, this additional 
amount is the premiumt 

Overtime and shift premiums are allov/able, but the contractor must dis- 
close and .iustify overtime other than of an occasional nature* Vihenever such 
overtime allovr?nces are claimed under cost-type contracts, approval of the 
contracting officer or his authorized representative must be obtained* (See 
paragraph 12-102*) 

Such premiums majr be classified as either direct or indirect labor cost, 
but overtime premiums should be separatelj'- stated in either event* When treated 
as. direct labor cost, overtime premiums should not be included in the base 
.for distribution of overhead* The amount of overtime and shift premium cost 
charged on Government contracts shall not be disproportionate to the amount 
of such costs charged on non-Government i^rork being concurrently performed in 
the contractor's plant* 

15-312*3 Unclaimed V^ages » Costs under cost-reimbursement-t^/pe contracts 
should reflect a credit for unclaimed Y;ages based upon agreement as to the 
amount thereof reasonably expected not to be paid subsequent to the date' of 
settlement* In this event, all \inclaimed wage liability rests v;ith the c^-.i-^- 
tractor* IFIhen such an agreement cannot be reached, the Government T/ill assums 
liability for pajTiient of unclaimed v/ages and eliminate all allovrances there- 
for from reimbursement to the contractor* 


15-313 Other Manufacturing Expenses ; 

15-313 #01 Allocation of Indirect Manufacturing Expenses ^ /miong the 

acceptable bases, depending upon circumstances, for allocating indirect man- 

• » * 

ufacturing expenses are direct-labor-cost, direct-labor-hours, ma.chine-hours , 

• •• 

and units processed. In more complex manufacturing plants, it is appro- 
priate to departmentalize the plant for purposes of accounting for manufac- 
turing expenses when any given type of defense production is concentrated 
in departments having a much higher or lover expense rate than the average ♦ 
Expense departmentalization is also desirable in. larger and more complex 
plants for purposes of expense buc^geting and control bj^ the responsible 
foreman, regardless of the need for a more refined method of expense allo- 
cation. V^^hen manui acturing e:qpenses . are departmentalized, it is necessary 
to cliarge service-department expenses (such as the power plant) and fac- 
'torj general expenses (such as taxes, insurance, etc.) to the productive 
departments on appropriate bases before allocating the respective produc- 
tive department expenses to products (or parts thereof) or to contracts or 
job orders for products. Appropriate bases should be selected for service- 
. department end other expense distributions to productive departments - e.g., 
kilovjatts of connected power load or metered power consumption, in the 
case of oleptric power ♦ 

When direct-labor dollars expended fairly reflect machine effort, as 
well as labor effort, in any' productive department, it is most siinple, as 
well as appropriate, to use thrt basis of expense allocation in preference 
to a direct-labor-houl\ or machine-hour basis. When there is much automatic 
or semiautomatic machinerj^ in a productive department, the use of a machine- 
hour-rate is generally more appropriate for expense allocation. The units- 
process ed-bas is of allocation is generally appropriate when a given productive 


department processes only one iten, or the several items are so similar as 
to be susceptible to measurement of units processed in terms pf/a common de- 
nominator — e«g«, steel" sheets of various gauges processed through a roll- 
ing mill* " 

15-313 • 02 Allocation of Engineering Expenses t Engineering expenses 
include such items as the cost of product design, tool design, lay-out of 
production lines, detemination of machine methods and drafting. The prin- 
*ciple of direct costing (see paragraph 15-211)- would indicate the desir- 
ability of charging directly to the benefitted activities (production, fa- 
cilities, and research and development) all engineering costs which can be 
directly identified Tilth such activities, leaving only a relatively minor 
amount of engineering costs (consisting chiefly of • engine erijig administra- 
tive e^cpenses) to be allocated to the activities* -All engineering costs 
charged directly or allocated should in turn be assigned to products, prod- 
uct lines, job orders, contracts, etc* Further treatment of various prob- 
lems in connection >7ith the costing of research and development, tooling, 

and preproduction expenses is included in this Par.t (sec paragraph ^ ); 

facilities contracts are included in" Part km 

15-313 .03 Depreciation , 

(a) Depreciation accounting is a system of accounting which aims to 
distribute the cost of tangible capital assets, less estimated salvage value 
(if 'any), over their estimated useful life in a systematic and rational man- 
ner. It is a process of allocation, hot of valuation. . Depreciation for 
the year is the portion of the total charge under such a system that is al- 
located to the year^ Depreciation on a contractor's plant, equipment and 
other capital facilities is an allowable element of contract cost, usually 
of an indirect nature. 


(b) Useful life> as above referred .tO| has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from phj^^sical life. In establishing estimated useful life, 
consideration should be given to all of the factors of wear and tear, ob- 
solescence (both economic and technological), and inadequacy, which are com- 
mpn to the depreciation problem. Of these factors, obsolescence is most 
often the limiting or controlling one. Obsolescence of facilities, from 
the standpoint of economic utilitjr, is always a prospect or contingency to 
be anticipated (differing only in degree, in each instance) with respect to 
an entire enterprise or an individual plant, as well as groups or individual 
items of plant and equipment. Costs of depreciation and maintenance are 
mutually related. Wear and tosx may be increased by lack of maintenance 

or viBTf be made good by maintenance (often indefinitely, so long as it is 
economi-cal to do so and provided obsolescence or inadequacy has not become 
eminent).. Hence, estimates of useful life of facilities in each case should 
take into consideration the actual maintenance policy in effect* 

(c) Depreciation may be deter-Tdned by application of any one of the 
generally accepted methods; however, the selected method and rate of depre- 
ciation used . should, in the absence of compelling, reasons to the contrarj'^, 
consistently be applied from year to year. Generally, however, deprecia- 
tion is too intangible to warrant attempts at meticulous estiinates by ap- 
plication of rates by individual iteiiis of plant and equipment, although 
such cittempts are frequent and will be recognized. Hence, deprccic'-.tion 
will generally be determined by groups of facilities for which the factors 
bearing on estmated useful life are siinilar* The amount of depreciation 
written off in any fiscal period may vary with volume of production or be 
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increased for multishift operation, provided the method followed is con- 
sistent ifith basic objective set forth in subparagraph (b) above. Special 
methods have. been established for deteriiiining depreciation on emergency 
facilities covered by Certificates of Necessity by a special directive set 
forth in an appendix of this Section • • . . 

Xd) Depreciation should be based upon original cost of the facilities, 
X'jhether measured by purchase agreement for a cash consideration, the fair 
value of securities issued in exchange, or similar appropriate measures, 
/^although it is poriTiissible that such cost of facilities be adjusted, where 
desired by the contractor for purposes of depreciation computations for 
contract pricing, to current price levels by the use of a general price in- 
dex, provided in such event that the practice will be followed consistently 
in the future and also provided that othen-ziso the charge is made at the 
same annual rates applied to such adjusted costs as would have been appro- 
priately applied on original costs in view of the estim^-tod useful life of 
the facilities. In other words, no deficiency in actual depreciation pro- 
visions in any prior year, based upon current price levels, should be in- 
cluded in^the deprecir?.tion charge for the current year./ No other basis 
of determining appreciation in value of facilities may be utilized in de- 
terr.dning;. depreciation for purposes of contract costs; for this purpose 
the tax basis of facilities values acceptable for internal revenue purposes 
are applicable^ ^ ^ . 


-^Particular attention is invited to the subject matter between the brackets ♦ 
It is desired that comment be submitted on this concept, together with sub- 
stantiation therefor. 


(e) No depreciation will be allowable as such, or as a rental or use 
charge, on the cost of facilities which are fully depreciated but still in 
use when a substantial portion of such depreciation was on a basis, that 
represented, in effect, a recovery thereof as a charge against defense con- 
tracts or subcontracts in negotiated pricing or statutory renegotiation of 
contracts^ Otherwise, the contractor may coinpute normal depreciation on the 
cost of facilities in use without reference to previous depreciation pro- 
visions^ Fully depreciated facilities will be deteriTiined on the basis of 
relating original cost to accumulated depreciation on such cost, regardless 
of whetJier there is an adjustment of current depreciation charges based 
upon adjusting the cost of facilities to current price levels « 

(f ) No depreciation may be allowed on facilities which are not in 
use, except such facilities as are held for reasonable production standby 
purposes and, when specifically provided by mutual agreement, on facilities 
representing additional plant capacity reserved for defense production* 

15-313^ Oil. Repairs and Maintenance > Repairs and maintenance of facil- 
ities (including Government-owned facilities) are allowable elements of 
contract costs It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and made the subject of depreciation^ There 
is, of course, a twilight zone between repairs and maintenance and capital 
expenditures within which a contractor should be permitted to operate upon 
the basis of his established accounting practice, if the results are equit- 
able. For example, certain major costs of building alterations and rebuild- 
ing or 
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rehabilitating machinery and equipment may reasonably be treated in some 
instances as either repairs and maintenance expenses or ,capital expendit\ires, 
depending in part upon the contractor's established policy* In maiking 
decisions vdth respect to the alternative accounting treatment of those items, 
consideration should be given to the materiality of the amoiints involved, and 
the question of the substantial enhancement in value of a contractor's facili- 
ties at the expense of the Government for use during periods in which the 
contractor will have little defense business<| In the latter case, for con- 
tract pricing p^JTposes, the cost generally should be considered to be of a 
capital nature and the subject of depreciation. In those instances vdiere it 
ma^r be appropriate to charge the cost of extraordinary rehabilitation to 
expense, special care should fee talcen in equitably allocating the costs to 
all the benefited claisses of r-ork (see l5-313«07 "Preparatory Costs")* 
Repairs and maintenance costs on facilities ^^hich are not in use vfill not 
be allo\?ed, except on individual items of machinery and equipment (as distinct 
from entire plants or significant portions thereof) held for reasonable standby 
purposes. Repairs and maintenance on additional plant capacitj'^ reserved for 
defense production vdll be allo^ved only if specifically provided by contractual 
agreement* 

In some instances, allov:ance of substantial extraordinary rehabilitation 
expenses as a charge against defense business may be permitted but T/ill be 
contingent upon the contractor's vjritten egreement to hold the facilities 
available for defense ivork for a stated minimum period* 

l!J-313f6^ Profits or Losses on Disposition of Plant and Equipment ^ In 
determining contract costs, no recognition "vrill be given to. prof its or loszes 
on disposition of plant and equipment for the reason that depreciation, 
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reasonably dGtermined, provides the exclusive charge for the cost of using a 
contractor *s facilities* Hov/ever^ nhen a contractor has capitalized special 
purpose facilities acquired solely for performance under defense contracts 
(rather than charge the costs thereof to specific contracts) and engineering 
chaoses or complete or partial termination of contracts finds such facilities 
not fully depreciated and not reasonably useful for other business of the con- 
tractor, an additional cost allowance may be made in determining costs of the 
terminated contracts for the purpose of contract settlement, provided such 
facilities are ' transferred to the Government j. if so desired, or an equitable 
adjustment is made in favor of the Government in recognition of any resale or 
salrage value estimated for. such facilities* . • 

• 15-313.06 Rentals of Plant and Equipment^ Rentals of plant or equipment 
are allovrable if reasonably requ3.red for the performance of the contract and if 
bon? fide and reasonable as to rate and duration* Special care, should be 
exercised in determining reasonableness of rentals in cases in T/hich rates 
T/ere rrrived at as a result of less than arm«s length bargaining* Rental 
costs may not be bona fide \inder the follov/ing circumstances: 

(a) Rentals are paid to persons, including corporations, affiliated 

vith the contr-pctor. 

'. (b) Rent?ls are paid to unaffiliated persons, including, corporations, 
upon property. fornerly o^7nod by the contractor nhen such property "tras fully 
' depreciated or substantially fully depreciated before sale or transfer -.nd 
Government contracts , absorbed a significant portion of such depreciation. 
In either case (a) or (b), rentals v;ill be lisnited to reasonable amount 
of depreciation, as might bo determined if the property r;ere ov/neo by the 
contractor, plus carrying costs which are not paid by the contractor ^.inder 
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the toras of the lease, including naintenance, taxes, and insurance (but 

not interest on the invevstment.)* 

15-313 • 07 . Preparatory Costs^ including Engineering s Preparatory costs 
or expenses, also knovm as "make-readj- costs", are costs specially incurred in 
prcpp-ring to opor^?te under a specific oottract or contracts. They include 
costs of organization and planning., employee recruitment and training, engineer- 
ing and development (including product design, product specifications, and 
planning of production processes and layout) and plant alteration and rearrange- 
ment. Preparatorj'' costs do not include . initial production (starting load) costs 
T?Thich sre treated in paragraph l5-313f 08 or special tooling ivhich is treated 
in parrgraph 15-313«10« 

Prcpc?.ratory costs, A7hen incurred for the exclusive benefit of Government 
production, are allocable directly or indirectly. to the contracts benefiting 
from" such costs. '%en preparatory'' costs benefit other classes of Tvork as v/ell 
as Government ".rork, an equitable allocation to all benefited classes of Hork is 
proper. 

Prcparator/ costs may have been incurred prior to the award of a definitive 
contract. The amounts of such costs, for purposes of contract cost allotvances, 
are subject to approval of contracting officers based upon advance understand- 
ingvS or upon subsequent negotiation. In such case a specific provision cover- 
ing the allovrability of prc-av/ard preparatory costs should be incorporated in 
any definitive contract v;hen future pricing or repricing may be based in part 
upon actual contract costs* Similarly, it is desirable that prior approval of . 
the contracting officer be obtained in the event thrt unusual charges of this 
type are. to be incurred during the life of the contract. Horrever, the ab3c:;nco 
of such provision or approval will not preclude consideration of the costs in 
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subseauent price negotiations or determlnat-ions under such contracts^ • . 

15-313 #08 Initial Production Cost5 #. Ini1;ial Production Costs, also 
knovvn as "starting-load costs", ^ire non-recurring costs t^at arise in^the . 
early stages of production because of the contractor's urifamiliarity or lack 
of exT'erience vrith the particular mterials, manufacturing processes, or 
techniques involved. They are to be distinguished from preparatory costs or 
eroenses (also knov/n as "make-ready costs" )• 

Initial production costs m^j consist of the excessive portion of material, 
costs incurred in the early stages of production j on contracts requiring ne\7^ 
products or greatly Increased production, as the result of abnormal quantities 
of materials used or abnormal scrap losses. Initial costs may also consist . . 
of the excessive portion of direct-labor costs, plus a proper portion of the 
related overhead, incurred in the early stages of production due to such 
causes as- excessive defective v/ork resulting from inexperienced labor,, idle 
time 2nd subnormal production occasioned by testing and changing methods of., 
processing, and cost of training employees* The justification for such special 
costs depends upon their nature and causes,, and not merely upon the fact that 
total production costs are high. • , ■ . , • . 

• After a reasonable volume of production has been attained and initial 
manufacturing difficulties have been overcome^ unit cost i7ill usually tend., 
to level off, thereby evidencing the end of the initial period of production 
but not necessarily representing the lov^est unit cost eventually attainable 
during the operation of the entire contract. If, hov/ever, these coats con- 
tinue abnormally high . after a contractor has been alloived . a reasonable length 
of time in which to learn hov; to make a product efficiently, .the. exces&ivo. 
costs may not properly be allov/able for purposes of cost reimbursement 


estimating under cost tjqpe contracts, estimating for formal pricing piir- 
poses in fixed price contracts, or in establishing costs under terminated 
contract settlements • 

15^313,09 RGconvorsion Expenses ♦ Reconversion expenses are those con- 
nected TO,th restoration of facilities to approximately the saine physical 
arrangement and condition they were in immediately prior to the beginning 
of defense work, including the removal of Government property. In many 
cases, reconversion costs, except for the removal of Government property 
are inc\irred for the benefit of future production, in which cases such 
costs should be assessed against such production. However, in a specific 
case and where all of the circumstances outlined below exist, reconversion 
costs may be recognized through specific contractual provision, 

(a) There must have been a major alteration or rearrangement of fa- 
cilities at the inception of defense work for the sole purpose of perforra- 
ance of defense contracts, or facilities were newly acquired buildings in 
which Government machinery and equipment has been installed. In the lat- 
ter case, only, the cost of removing Governoient property is to be considered, 

(b) The necessity of reconversion of facilities to approximately the 
sa;riie physical arrarigement . and condition they were in immediately prior to 
the beginning of defense vjork and the costs thereof must be reasonably 
certain, and determinable, . 

(c) . There is little or no post defense work commercial benefit to the 
contractor as the result of such alteration or rearrangeijient, . 

(d) Neither the particular contract nor any other contract contains 
an allowance for the use of facilities which would compensate the contrac- 
tor for reconversion expenses. 

Reconversion costs, shall be allowed only in pricing those fixed price 
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contracts in existence or actually being negotiated at the tiiue the costs 
of conversion wore incurred* In the event of subsequent conversions or., 
modifications for additional fixed price contracts, care must be exercised 
to avoid duplication of allowances for reconversion costs. Specific con- 
tractual provisions may be included in cost-reimbursement-tjTpe contracts to 
compensate the contractor for actual reconversion costs incurred in circum- 
stances meeting the above conditions^ 

1^-313 #10 . Special Tooling , The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particular services for which acquired or furnished. 
It inc3.udcs, but is not limiited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. 

The cost of special tooling, when acquii-ed for and its usefulness is 
limited to-^one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts. The cost of tooling which is special to other classes of work will 
be allocated to such work. The cost of non-special tooling is not subject 
to direct allocation, but is subject to depreciation, which is treated 
elsewhere in this Part, except that in the production of standard commer- 
cial products such tooling costs may be treated 'as indirect manufacturing 
expense on an expenditure basis, in lieu of depreciation, when the result- 
ant charges are reasonably equitable between fiscal years, Vlhen the entire 
cost has been allocated to Government contracts, the asset concerned shall 
become contractor-^acquired Government property and be subject to the pro- 
visions of Section XIII and Appendix B, ilSPR, applicable to contractor- 
acquired Government property, 

15-313 .11 Resegirch and Development , Research and development expenses 
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may be divided into two major categories --^ (l) product research and develop- 
ment, end (2) general research. 

(a) Product research and development is that effort i^diich is 'directed 
toT-jard the solution of specific problems encountered in the design or pro- 
duction of a. particular product which has or is anticipated to have military 
or commercial use« The current costs are allowable as costs on defense 
contracts and raay be allocated thereto only to the extent applicable to the 
supplies or sei'vices covered by the contracts, and provided such costs are 
not reimbursed to the contractor under separate research and/or develop- 
ment contracts. No costs of product research czid development may Ife allo- 
cated to Department of Defense product res oar-ch and development contracts 
other thsn the direct costs of perfoinning the contract and the proper share 
of the indirect costs of administering the product research and development 
program* 

r- (b) Genei?al research is all research other than that which is dir^-cted 
toKard the solution of specific problems encountered in the design or pro- 
duction of a particular product which has or is anticipated to have mili- 
tary or co:mmercial use. The cost of general research, when reasonable in 
amount and incurred in accordance with the contractor's established prac- 
tice, is allocable to all classes of vjork, including defense mrk, provided 
such costs are not reimbursed to the contractor under separate research 
contracts. Where the contractor's organization is devoted primarily to 
research work, as distinct from manufacturing, no cost of general research 
may be allocated to Department of Defense contracts for general research 
other than the direct costs of perfonning the contract and the proper share 
of the indirect costs of administering the research program.. No general 
research costs which were incurred in accounting periods prior to the award 
of the particular defense contract(s) (including amounts capitalisjed in 


i 


the cost of patents obtained) shall be allocated thereto, nor will the con- 
tractor be required to. defer research costs incurred during the period of ^ 
pcjTforraance of defense contracts to subsequent accounting periods ♦ 

(c) At tlio option of the procuring agency, cost allowances for re- 
search and development work may be made contingent upon the contractor 
agreeing to waive any royalty charges, under all patents previously obtained 
or which may be obtained in the future from such work, to the extent such 
royalties are applicable to defense work, either directly or indirectly^ 

15-313*12 Patents end Royalties # 

(a) iiiTiortization of the cost of purchased patents owned by a contrac- 
tor applicable to products or processes covered by a contract is an allow- 
able eleraent of cost to the extent reasonably edlocable to the contract. 
Research and development costs loading to patents are treated in prragfaph 
15-313. 11. 

(b) Royalty oosts are allowable, if bona fide and reasonable. Special 

care should be exercised in determining reasonableness of royalties in 

cases in which cjiounts were arrived at as a result of less than arm's 

•» ■ ' ■ . 

length bargaining. . Royalty costs may not be bona fide under the f ollovjing 

circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated with the contractor. 

(ii) Royalties are paid to \inaf filiated persons, including 
corporations, upon patents formerly owned by the contractor when 

the costs of such patents or the research end development work there- 
on were substantially recovered through charges against the costs 
of defense business. 
In either case (i) or (ii) royalties will be limited to. such charges as might 
be determined if the patent were owned by the^ contractor in accordance with the 
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provisions of this paragraph and paragraph 15-^313*11 relative to research and 
developments ■ . ^ 

(c) Cere should be exercised in preventing charges for tb*^- use of patents 
when. the Government, in fact, already has rights to such patents* . (See Section 
IX, i' SPR) ^ 

15-313«13 Plant Protection Expenses » 

(a) Thesg expenses represent costs inciirred in protecting the contractor's 
personnel and plant against fire, theft, sabotage, espionage, civil disorder, . 
enen^r attack, or other violent destructive forces t Plant protection expenses 
are allov;able costs of defense contracts. Normally they i7ill consist of guards* 
xTages and labor costs rel<?.ted thereto, costs of individual equipment, cost of 
plant protecti.on equipment if of minor amoiint, and depreciation of plant equip- 
ment. To the extent these costs are attributable s-olely to defense special 
security- requirements, they are allocable entirely to defense contracts. Costs 
of normal plant protection not resulting from such special requirements, gener- 
ally, should be indirectly allocated to all classes of work. 

(b) A special problem may arise in the case of fi:^ed price contracts, the 
security, classification of which is altered after the. contract has been entered 
into. v!hen such a contract price is negotiated-, the contractor is presumed to 
knov: the plant protection requirements under the contract and is expected there- 
fore to meet such requirements A^ithin the contract price. However, if the 
security classification of the contract were changed by the Government after 
entering into the contract) additional costs^ of plant protection may^ be -aliov/ed 
the contractor by contract ajnendment. The additional costs may include not 
only current costs of an operating nature but also costs of a capital nature if 
the parties agree that the capital costs are incurred solely because of the 


changed security classificatiofi of "the contract snd rrould not have been necessary 
from the contractor's point of viev/^ Also, if a classified contract »is reclasisi- 
fied doivm-irard ' dTiring its performance thereby permitting a savings in plant pro- 
tection costs, Such savings should, if material, be the subject of a contract 
amendnent passing the savings on to the Government. 

(c) Civil defense costs must be Allocated, to ail vrork ocf the contractor 
performed ?t the particular location -vYhere the costs are incurred* When the 
.Government's portion of the output of the particular plaiat is not material, '"' 
the reasonableness of the incurred costs need not be questioned. However, "since 
usually past e>:perience vrill not provide a guide as to reasonableness, civil 
defense costs should be the subject of specific agreement v:hen the amount of 
such costs to be allocated to Government contracts is substantial* '?hen this ' 
is the case.^ reasonableness may be judged in light of: ' 
: (i) ,Jleco^nendations and requirements of the duly constituted 

Governmental authority having jurisdiction over civil defense in the 

•■- • . ■ • 

local area* ♦ • - • • ' 

(ii) The extent of like measures being taken by other businesses 
irithin the local area, particularly those not producing under Govern-' 
ment contracts.* . 

(iii) The portion of total cost likely to be allocated to 
Government contracts as furbishing an inducement to the contractor 
to incur the cost* 

l5-313«lU Insurance and Bonds* ' 

(a) The net cost of insurance and bonds, after deduction of dividends or 
other alloT-rances \7hich may be expected, if r':asonabiy necessary to the operation 
of a business, is an allov/able cost on Government contracts to the extent alio- 
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cable • Some, but not ally of the types of coverage which may be reasonably 

necessary are property, aircraft, automobile, general liability, product 

■ 

liability, worlcrten's compensation, emploj^'ees* group, accident and disabil- 
tty, use and occupancy, and employees* fidelity and surety bonds (including 
porforraance bonds )• * ' 

(b) Insurance on the lives of officers is not an alld^jable cost, ex- 
cept when preiTiiums are paid in behalf of executives or ciigDloyees pursuant 
to specific agreement or established policy vhereby such payment may be 
properly considered as additional compensation (Paragraph l5-330#02)t 

(c) When a contractor assumes insurable risks of ary tj'pe, a rc^ason- 
able provision for* losses estimated l^y the contraclwr is an allowable cost 
if such provision is based upon actual loss experience to the extent feas- 
ible; or, in the absence of adequate loss e:qDerionce data, it is not in 
excess of net costs which ^jould be paid for such insur'ance if carried by ' 
private insurance companies, less agents' co:cnmissions and other acquisition 
and survicin^ costs • 

(d) Wliere the contract requires ' review and approval of contractors 
insurance prograjn by tlic insurance authorities of -the militarj^ departments, 
procurcnient end audit personnel of the military departments will be governed 
thereby # 

15-313.15 Taxes , . • 

(a) In .general, taxes which the contractor is required to pay 'and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allowable, except for Federal incomd and excess profits 
taxes} taxes in connection with financing, refinancing or refunding opera- 
tions (see paragraph l5-330#05)j and special assessment's on land v/hich 
represent capital improvements. 
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(b) Taxes wiicn are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work performed, pro- 
vided that the contractor; (l) promptly requests instructions from the con- 
tracting officer concerning such taxes; (2) agrees to comply with such in- 
structions; and (3) if so directed by the contracting officer also agrees 
to take all necessary action in cooperation with and for the benefit of 

the Government, to determine the legeJ-ity of such assessment or, as the 
If 

case may be, to secure a refund of such taxes and any interest or penalties 
thereon* Interest and penalties incurred by a contractor by reason of the 
nonpa\inent of any tax at the direction of the contracting officer, shall 
be allowable as a cost# Reasonable expenses of any proceeding instituted 
by the contractor at the direction of the contracting officer to determine 
the legality of such an assessment or to secure a refund of such taxes, 
interest or penalties for the benefit of the Government, shall also be 
allowable as^. costs ♦ 

(c) iiny refimd of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs ab- 
sorb the costs of taxes, interest or penalties. If at the time the refund 
is received by the contractor, no defense contracts are being performed, 

the aiiount otherwise to be credited to contract costs shall be paid directly 
to the Government ♦ 

(d) \lhere it becomes evident in negotiating a contract price that a 
contractor j^y be required to. pay a tax, the legality of which is ques- 
tionable or in dispute, such tax may be used in negotiating the contract 
price, provided that the contract conteins pro'visions substantially similar 
to those set out in subparagraph (b) (1) (?) and (3) above. 


i5-313«l6 Strii'.cs gnd Lockouts » The situations conditions sur- 
rounding strikes and lockouts are so varied that it is impossible to estab- 
lish a general principle providing for ?.llovjance or disallowance of costs 
incurred during such occurrences. Each case must be considered on its own 
merits in the light of the philosophy expressed or implied in the' principles 
and stpjidards expressed in Part 2 of this Section. 

15-320 Selling and Distribution Expenses » ^ • 

15-320#1 Allocation of Selling and Distribution Expenses , Selling and 
distribution expenses in general arc subject to allocation to the cost of 
defense work to the extent appropriate, considering the methods of selling 
and distribution to the Government or to prime contractors or subcontractors. 
Generally, selling end distribution expenses should be allocated between 
product lines, or to products sold to the respective customer types (where 
sales methods arc different), based on analysis of the cost elements in re- 
lation to the selos efforts. In sono cases, it may be appropriate to first 
allocate these expenses in whole or in pert as between defense and nonde- 
fense business, and then to allocate the expenses applicable to defense 
business c.ge..±nst the individual defense contracts or products. The prin- 
ciple of direct costing is very importajit in this area. For example, when 
special defense products are sold to the Government or to defense contrac- 
tors by separately identifiable einployees of the majiuf acturer, the cciTipen- 
sation and expenses of such employees may be appropriately charged to costs 
of such product s# VJhen, in such cases, there is a separate sales organi- 
zation or identifiable group of representatives engaged in selling to non- 
defense customers, no portion of compensation and expenses thereof should 
be charged to defense products. On the other extreme, when standard com- 
mercial products are sold at fixed prices direct to the Government or to 
defense contractors, as well as to numerous customers not engaged either 
directly or indirectly in defense production, by means of one 
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established sales organization, the same selling expense per unit of product 
may be used in cost estimating, except when the quantities expected to be 
sold are so abnormal in relation to sales effort that the use of historical 
costs would result in the inclusion of an unreasonable amoimt of estimated 
selling expenses • In the l&tter case. 
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the fixed selling expenses should be charged to normal nondefense sales^ leaving 
the defense sales chargeable only v/ith a proper share of the variable costs • For 
an illustration of this principle see paragraph l5-320«5 re advertisings 
l5-320»2 Salesmen's or Agents^ Compensation s 

(a) Salesmen's or agents* compensation allocable to defense contracts 
should be reasonable in the light of the services rendered^ . If inequitable or 
exorbitant compensation is paid, it shall be subject to disalloT/ance, to the 
degree doomed excessive, for the purpose of allocation of costs to defense 
contracts. For example, Virhen defense business consists of standard commercial 
products v/hich are sold normally on a commission basis, sudden expansion of 
defense business may necessitate the adjxistment in the amount of compensation 
alloc'-^ble to defense contracts^ 

(b) No fee, commission, percentage, or brokerage fee sha]JL be ailov^-ed as 
a centra ct cost xfhen contingent upon or resulting from an award of a contract, 
except amounts paid to bona fide employees or established commercial or selling . 
agencies maintained by the contractor for the purpose of securing business. 

This provision shall be applied in a manner consistent with reprc^sentations or 
agreer.ents of contractors or prospective contractors in the light of ASPR, 
Section I, Part 5» 

15*320#3 General Sales Expenses , Those expenses, consisting of salaries 
and expenses in connection v/ith direction and supervision of all sales efforts, 
clerical expenses in maintaining sal^s records and statistics in some cases, 
and similar overall sales expenses, may be considered to be allocable indirectly 
to defense products or contracts in some cases based upon the specific facts 
in each case' , provided the basis of allocation is equitable as between defense 
and nondefense business as a whole in the light of the relative services rendered. 


l5-320#]4 Bidding Expenses > C\irront bidding expenses of both successful 

and' unsuccessful bids normally . will be treated as. indirect expenses, and appor- 

tioned currently to all business, of the contractor in v;hich event no bidding 

^ ' ... ' ' ' ' 

expenses of past accounting periods vdll be chargeable to defense contracts* 

HoTrevor, YJhere it is the contractor's established practice to treat bidding 

e5q:enseG by some other method, such method may be acceptable if the results are 

substantially the same as would have resulted from the application of the method 

described above* 

l5-320#5 Advertising * Advertising expenses include the costs of materials, 
space, time, layout, and expenses of the department which supervises such activ- 
ities# ^advertising expenses are generally incurred to promote the sale of. the 
contractor ^? regular commercial products and should be assigned thereto*. Adver- 
tising may be appropriately considered for allocation to the cost of defense 
contra ctr; in the follo^dng cases: - 

(a) Advertising directed solely tov^ards the 3!*ecruitment. of nev; 
einployeos* • . 

(b) Advertising in trade and technical journals for the purpose 
of establishing necessary business contacts in connection v;ith the sale 

^ of defense products to Government contractors, or xvhen such periodicals 
arc believed to be of value in the dissemination of technical inforna- 
. tion thin the contractor's industry* 

(c) Publication of catalogs, price lists, and technical pamph- 
lets rrhich aid users of the contractor's products, including the ' 
Government or defense contractors, excluding, of cotirse, the cost of 
such" publications prepared for the Government under separate contract 
consideration* 


■ . ' (d); AdvertjLsing for cpimnercial products, ; other: than as. in . (a) • ; 
th2?ough (c) above, pot in excess of the contractor's average annual 
costs incurred, prior to the aivard of defense contracts, establish^cl. 
.'practice, nay. be allocated to defense prime contracts arid subcontracts 
for .such .comniercial products on the basis that the costs, v/ill . first 
be assigned to the contractpr 's npndefense. business in the sa^e amount 
per. unit sold ^as v/as . assigned, to. such . units prior to obtaining defense : 
business; the amount. -remaining after. such; assignment may. be allocated 
to defense prime and subcontracts but net in e:{cess. of the amount per - 
unit, on nondefen-se. business; pro.yided, |ho^7eyier>. that when defense 
sales are merely iijcidentai^ such ico.st allocations may be mde:. on an 
overall prorata basis.* ■ . - - • _ - ^ ;: . • 

;. (e) Advertising -costs, other than ^as in. (a): through (c.) , above, . ; 
may not be. allocated to defense prime contracts' and subcontracts- €or .:.; > 
nonrco2ff:^rcial. products r The sole exception , to this rule exis^ts .;±n ' \ 
^ crses ..where, in connection with undertaking defense work, the conpi i 
- tractor *s volume of nondefense work is reduced substantially,- and the 
market demand for the contractor's nondefense work is. such tjiat the 
reduction \7ould not othervvise have occurred* In such cases, in order 
to iTiaintain good will, the contractor may need to continue to adver- 
tiso in accordance with the contractor's average annual costs incurred 
prior to the award of defense contracts • In such event, the excess of 
reasonable advertising costs oyer the. amount chargeable to nondefense 
business at per unit rates previously prevailing may be allocated to 
defense business* 

l^-320*6 Product Transportation and Delivery Expenses * These expenses. 
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■when required by the terns of a contract, are. properly allov;able» Whenever 
significant in amount and provided it is feasible, they should be determined 
and allocated as a direct cost of the product or contracts 

l$-320«7 Warehousing Exponses .» T^Tienever a manufacturer, maintains and . 
ships products from warehouses strategically located in order to provide better 
service or reduce transportation costs to customers (as is frequently found 
Tdth standard coir4nercial products or spare parts), the eacpenses of warehousing 
such stocks, including transportation from factory to Y;arehouse, are allowable 
vhen fairly allocated to defense sales in relation to total sales of products 
delivered from such rrarehouses.t On the other hand, where products sold under 
a defense contract are not delivered or serviced from such warehouses none of 
the cost of operation thereof %s allocable to the contract* 

l5-320#8 Service and 'Tarranty Expenses f In cases where the contract 
terms covering sale of defense products include an. obligation on the part of 
the contractors, without additional separate compensation, to provide service 
in installation, training, operator.s, correcting defects in the product, re- 
placing defective parts, making refunds in ca^e pf inadequate performance, etc*, 
the price. or cost of the product should include an allowance for the cost of 
such undertakings* Generally, anj'- Y/arranty of the product as to performance, 
materials, and worlananship will be for a. definite period of time* In the case 
of cost-rreimbursement-type contracts, actual costs of performance to be reim^ 
bur sod to the contractor vdll include .such of the foregoing costs as must be . 
incurred ta comply vrith the terms of the contract, and the period of performance 
of the contract will usually not expire until the end of warranty period and 
coiipletion of performance of any vrork reouired by the terms of the warranty* 

• • ■ ^ ' « 

However^ in some fixed-price contracts, a v/arranty may extend for a period of 
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time considerably: beyond delivery^ In such' casesy, it is necessary to dsiiiaate >' 
the cost of ' services and warranties, usually ^'^s -a -perc.^^ .of produce cos t> / 
for purposes of* price negotiation. ' Estiiaating^Tw^rranty costs mast uistially.be 
based upon i^^st experience in similar circmStancesV .^^e alloavances ' aire made 
for costs of performance under ^v^rrantie^ a3 pro^ should be; no; 

duplication of the allowance for the risks in figuring allovrable prbTits* 

15-320^9'- Entertainment Expenses . Entertainment .expenses, as s'uch,^ shall 
not bo conisider^d either, di^ectl^ or indirectSy ;as^,a. cost ^o^^ 
ment contracts.' HoweveTj .whiBn expenses "ari^e;=^s /.at result of purchiise of meals, 
local transportation, rent of faciiitlefl .'fbr: meet^ and otiief'' incidental 
costs, and the prima.iy purpose of incurring such.sCpsts is the disseniihatiqn of 

' ' ........... ^'^^'S 

technical inforaation or the stimulatibh of- prpductiqn, ^uch cost^* ire allovi^able 
in determining the- cost of Government" contra$tst... ^ : . " • - v./ 

l^-ljiCi ■ General and Administrative' E!?cpfenses ,» ^ , . .; y ' 'x 

15-330; 01 : Allocation of General and Mmnlstrative Expienseg> --^^^^^^ the 
acceptable basfes^ depending upon the circumst^tnc^s, of allocating igerieral and j/ 
administrative e3Q)en5.es are procVsslrtff: cbsts .(direct labor, factoa?y overhead, ; 
and other factory /production costs' exclusive of.. direct 'material)y^f 
costs (prodessing costs .plus direct ni^terial), cost of goods completed, cost of 
sales, and sales (where no more satisfabtory basic is available), provided that 
eqiiitable i-e suits /ai'e thereby obtainedt In the selection of the particular 
method or methods of apportionment, special consideration should be given to . 
any such unusual factors as charges of subcontractors and fixed asset improve- 
ment programs^ /ill pertinent factors should, be revie\r/ed from time to time, 
especially if and Vv^hen there is a change in the nat\ire or volume of production, 
to determine whether the indirect expenses continue, to be apportioned equitably 1 


Where the nature of a contractor's business has not changed basically by a shift 
to defense production, the presunption is that his f omer methods, if tested by 
operation over a considerable period, are satisf actory«. However, this is only 
a presuii5)tion and should be reexamined in light of probable increased productiont 
"When the business has changed substantially because of -such a shift, the contractor's 
former methods of allocating indirect expeniseis may be entirely inappropriate and 
so should be thoroughly reviewed^ ' ■ ' , ' • 
l5-330»02 Executive Cong)ensatioh < 

(a) Executive conperisation consists of all emoluments (including salaries, 
bonuses, stock options^ etc«) paid or accinied for services actually rendered to 
the contractor by executives, officers, partners^ sole proprietors, and others of 
similar rank arri abilities • , Subh costs are allowable T*en reasonable in amount in 
the light of the services rendered* TrThere the contractor's organization was a 
going concern for a significant period prior to the airard of. defense contracts, 
the amount of compensation established' by the cbntraet(»v^ normally be considered 
reasonable* In other cases and in any case wheTe^l^l^^ not 
to have been determined through a^ the eniplojinei: and 

the executive special consideratibii may be required* Arm's length bargaining 
may be. lacking in any one of the following situations among others 8 

(1) ThQ executive or a.nKjmber of hi^ immediate family owns, or is 
-committed to acquire a substantial financial interest. ;in the. contractor's 

organizationj or 

(2) Ownership of the contractor is* limited to a small cohesive group; 

or ^ ... 

(3) The volume of Government contracts When related to the contractor's 
total business is such as to influence the contractor in his determination of 

executive, compensation; or 
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(U) The services rendered by any individual are clearly dispro- 
portionate in a major degree to the coiwpensatiori paid. 
Allowances for compensation of partners or sole proprietors may properly 
be included in executive compensation even though not actually paid or 
accrued in the accounts • Where executive compensation is considered to be 
unreasonable in amount, the excess over the amount considered reasonable will 
not be included in determining the amount allocable to Government contracts. 

In the case of cost type contract, any allowances for compensation for 
partners or sole proprietors should be incorporated in the contract. 

(b) The cost of options to purchase stock of the contractor corporation 
granted to executives thereof is a part of executive compensation, and, as 
such, may be allocated to Government contracts, as follows: 

(1) The cost of stock options to the grantor corporation is the 
excess, if any, over the option price of the fair market value of the stock 
on the date the option is granted to a specific individual. 

' (2) This cost is to be amortized at an annual rate not to exceed 
three percent of the fair market value of the stock on the date the option is 
granted. The period of amortization is to begin with the date that the option 
is granted in recognition of the fact that the benefits to the corporation 
extend over a period of years and do not accrue in one year when the option 
is granted or when it is exercised. 

15-330.03 Travel Expense . Travel e3q)ense, when incuired for business 
purposes, is an allowable cost. The cost may represent pajnfnent for actual 
costs incurred, or payment may be on a per diem or mileage basis in lieu of 
actual cost, or a combination of the two methods may be used, provided the 
method used does not result in an unreasonable charge. 

The mode of travel, accommodation or subsistence shall be in keeping with 
the contractor's established practice. Should there be no established practice. 
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the cost shall not excoed an amount corjnensurate ivith the natiire and responsi- 
bilities of the traveler^ Costs of entertainment shall not be included. 

Special circunstances create situations for which there may be no precedent. 
For example^ costs of transporting entire families from one geographic location 
to another, ?.nd establishing them thereat, may have to be incurred if a coiipetent 
skilled labor force is to be recruited and jnaintained. Generally such costs are 
allov;ablc, but there may be specific instances in v/hich a part or all vdll be 
excluded if considered excessive or unnecessary. 

15-330 tOU Legal, Accounting, and Other Professional ExDensos . Costs of 
professional services, 'v7hether performed by the contractor's employees or by 
other members of the particular profession retained by the contractor^ are 
generally allowable • Such costs must be reasonable in light of services rendered, 
and payment uiust not be contingent upon recovery of the cost from the Goverament. 

Such services must have been reasonably required by the business, although 
not necessarily required solely for the performance of Government contracts. 
Factors to bo considered (among others) v/hen determining the reasonableness or 
necessity of incurring the cost in a particular case ares (i) past pattern of 
such costs, particularly in the years prior to the award of Government contracts; 
(ii) the impact of Government contracts on the size of the contractor's business 
(i.e., x:hc:t neiv problems arise) j (iii) the nature and scope of managerial services 
expected of the contractor's o\7n organization j (iv) the degree of conflict of 
interests v:hich nay exist betiveen the contractor and the U.S. Government j and 
(v) whether or not the proportion of Goverament production of the contractor's 
total production is such as to influence the contractor in favor of inciirring 
the cost, particularly where the services rendered are not of a continuing nature' 
and hcve little relationship to production under Government contracts. 
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If, in light of the foregoing, it appcr^rs that any othen?ise allo^ivable costs 
arc not reasonably required by the business or are excessi'^e, the allovTable por- 
tion v;ill bo reduced to an appropriate amount, if any, for purposes of allocation^ 

l5-330#05 Business Organization Expenses ^ Business organization expenses 
consist of those ordinary and reasonably necessary expenses which are incurred 
because of the use of the corporate, partnership, or other form of organization* 
Reciirring business organization expenses are allowable. Exanples of such recur- 
ring exr:ensoz, T;ith respect to a corporate forn of organization, are fees paid 
to nembers of the board of directors, cost of shareholders meetings, proxy solici- 
tations, preparation and publication of annual reports to shareholders and prepara- 
tion and submission of required reports to regulatory bodies having jurisdiction* 
Non-recurring expenses, particularly those directly related to the acquisition of 
additional capital, are not allov/c^.ble* Examples of unallov/able costs v/ould in- 
clude legal and profession'?l fees paid in connection with the preparation of a 
prospectus, costs of preparation and issuance of stock rights, and amortization 
of "organization e^tpense". /dlowable costs shall, normally be considered to be 
recson-'-blc in ariount when incurred in accordance vdth the contractor's established 
practices, particularly those in effect prior to the award of Government contracts^ 

l?-330*06 Bad Debts ♦ Brd debt losses, whether actual or estimated, arise 
from the contractor's non-Government business* No alloivance for such losses 
shall be made in costs or prices \inder Govema-nent prime contracts « However, in 
the case of subcontracts, particularly lower-tier subcontracts several contracts 
removed from the prime contractor, consideration may be given to a reasonable 
allowance for bad debt losses not to exceed the rate experienced by the subcon- 
tractor in doing business with the same class of customer* 

15-330*07- Contributions and Donations * Contributions and donations to 
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established nonprofit charitable, scientific, and educational organizations are 
properly allocable to Government contracts j provided th??t such costs (i) may 
reasonribly bo e:cpectcd to result in future benefits to the contractor through 
advancing, directly or indirectly > the technology of his industry or increasing 
the supply of trained nanpovfer available to itj (ii) are in lieu of the cost of 
similrr facilities, v;hich facilities the contractor T/o\ild othcir/ise have to 
provide, as for example, employee medical or recreational facilities; or (iii) are 
expected of the contractor by the community and it can reasonably be expected 
that the prestige of the contractor in the community would suffer through the 
lack of such contributions • In general, item (iii) will not be applied unless 
it is the practice of most business firms in the sane community to make contri- 
butions to such organizations. 

The propriety of the amount of particular contributions and donations and 
the aggregate thereof for each fiscal period must be. judged ordinarily in light 
.of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts^ The amount of each allovirable contribution must 
be deductible for pvirposes of Federal income tax, but the deductibility of the 
contribution for income tax purposes does not in itself justify its allovrability 
as a contract cost. 

l5-330#08 Trade, Business, and Professional Activities . 

(a) Memberships . Costs of membership in trade, business, and professional 
organizations are allowable \7hen incurred in accordance v/ith the folloiving 
standards: 

(i) Memberships are consistent vdth the established practice of 
the contractor, particularly his practice prior to the av^ard of Govern- 
rtent contracts. Hov/ever, if the nature or volximf.; of the contractor's 


production has been altered significantly by Government contracts, 
departure £rom the prior program may be justif iedt 

(ii) When the organization is a local one and meiribership would 
be expected of all eiiTiilar business firiTis in the business community. 
Local organizations must be primarily for trade, business, or pro- 
fessional purposes* Social, cultural, or recreational activities, 
if any, of such organizations must be incidental* 

(iii) If the organization is regional, national, or international 
in scope, membership therein should be held hy a majority of like firms 
in the same industrjr. 

(b) Subscriptions > The cost of subscriptions to trade, business, pro- 
fess j.onal, or technical periodicals or ser\'icos is allowable when incurred 
in accordance with the contractor's established practice and the costs are 
reasonable in aiuount* 

1$«330*09 Employee Iforale, Healtht and Welfare * Expenses for employee 
morale, health, end welfare activities, such as emploj-ee publications, ill- 
ness or first aid clinics, tcaprovement of working conditions, and others 
aimed to improve employer-employee relations or employee performance, may 
be considered to be allowable if they are reasonable ctnd necessary. The 
contractor's established practice or custom in the industry or area xdJl 
be considered in making such deterraination. 

15-330*10 Cgfetcrias, Commissaries, Do3rmitorieSj end Crnt eens » This 
class of expense consists of the cost, loss revenue, of food, beverages, or 
living accoi-mviodations provided for members of the contractor* s organization 
at their regular duty stations, ^^en reasonably required by the nature of 
the contractorJfs operations, pl^nt location, established policies, or em- 
ployer-en?)loyee agreement, such costs shall be allowable* On the other 
hand, any profit on such activities 
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shall bo considered as r. credit to the contractor's overall expenses before 
allocation to defense contracts j vinless such expenses are reduced for all the 
costs of such r.ctivities, including use of facilities, space^ and utilities 
Tdth eliinination of such credits from the contractor's general expenses subject 
to cost allocations to defense business* 
l5^3UO Financial and Other Expenses : 

15-3U0#1 Interest on Borrowed Capital t Profit margins allowable in con- 
tract pricing are based, among various factors, upon consideration of normal 
interest return on total capital employed (including borrovrcd capital) and comr- 
pensation for risks (including loss of any capital) except to the extent that 
risks are the subject of compensation through cost alloivajices or are assumed 
by the Governnient under special forms of contract pricing, vjhon no pricing 
allotrance for such risks should be made# In this v/ay, every contractor should 
receive nondiscriminatory treatment^ T;hether he furnished his entire capital or 
borroT:s a large portion thereof, or v/hother he is organized in the form of a 
corporation, a partnership, or a sole proprietorship* Accordingly, irterest 
paid or accrued, regardless of the nature of the obligation v/hich gives rise to 
the interest cost, is not an allowable item of cost to be charged directly or 
indirectly to the Government contracts • 

15-3U0«2 Contingencies > 

(a) No allov/ance for future contingencies shall be included in making 
determinations of historical costs* Costs of events v/hich occurred during the 
period of contract performance, but the amount of which is currently indetermin- 
able, may be recognized as follows: 

!• A mutually agreed upon settlement may be negotiated in 
lieu of waiting for the exact future determination. 
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2, ThG contract i!ir?y be held open as to the particiilar item 
pending the exact deterninr.tion of the c?.inount of the cost 
on Gn .actual basis* 

Individual paragraphs of this ?art contrin more specific treatment of contingen- 
cies rclr.tod to the subject matter of such paragrr.phs, and in such event they 
;vill ho controlling. 

(b) Allov;ances for specific contingencies v;hich "^re reasonr.bly certain 
and deterTiinable niv^y be made in cost estimr.tes for use in negotiating f onvard 
prices of fixed price contracts* Other contingencies are not allor/able as costs 
in forward pricing actions, but their possible impact may be considered in 
establishing contract prices and ceilings in accordance with Part hj Section 
III, ASPRt 

l5-3iiO«3 Termination Costs » The additional costs th^t arise as the result 
of termination or cancellation of Government contracts (or subcontracts, including 
purchase orders), for the convenience of the Government^ are allowable* These 
costs include: 

(a) Settlement Expenses: Reasonable costs of settlement, . including 
accounting, legal, clerical, and other expenses reasonably necessary for the 
preparation of settlement claims and supporting data vdth respect to the termi- 
nated portion of the contract and for the termina.tion r:jxd settlement of sub^ 
contracts thereunder, including expenses incurred for the purpose of obtaining 
payment from the Government but only to the extent reasonably necessary for the 
preparation and presentation of settlement proposals and cost evidence in 
connection therev;ith* Settlement expenses include reasonable storage^ trans- 
portation, and other costs incurred for the protection of property acquired or 
produced for the contract or in connection vdth the disposition of such property* 


(b) To be excl\2ded from ?.llov;r.ble costs in the event of terinination 
are the folloY;ing: 

!• Costs due to unrec?.sonable delcy on the part of the 
contractor in complying vdth the clause of the contract entitled 
''Terirdnntion for the Convenience of. the Governments" 

2m Costs incurred as the result of purchasing or producing 
facilities, materials, or services in excess of the reasonable 
quantitative requirements of the entire contracts 
l5-3iiO.U Losses on Other Contracts ^ A los^ sustained by a contractor on 
Siny contract is not alloivable as a cost of ixsrformance of anjr other contract* 
Such losses sJi^-^^l include any excess of cost over income \inder ary and all 
other contracts whether such other contracts are of a supply, research and 
development, or other nature* 
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* * FOR DEPARTxlENT-OF DEFENSE USE ONLY 

18 August 1953 

... PROPOSED REVISION 
OF . . 

SECTION XV ^^^r^ ^ 

CaxiTRACT COST PRINCIPLES AND STANDARDS 




15-000 Scope of Section ^ This section sets forth, in. general., prin- 
ciples and standards to be applied uniformly (except as expresslj^ quali-. : 
fied) in the determination of historical costs, the preparation and pres- 
entation, of cost estimates by contractors,, and the review, from a cost, 
standpoint, of contractors* pricing proposals of those prime contracts .an(^ 
subcontracts which are subject to ne£;otiation, approval or review within 
the Department of Defense as indicated in 15-103 and l5-ioIi« 

15-001 Effective Date of Section^ This section shall be complied 
with on and after i 1953> although compliance is authorized 

from the date of its issuance^ 

PART 1 - APPLICABILrry pm PUPJOSE 


15-101 Application ^ 

(a) General s These cost principles are to be applied by procurement 
and audit personnel of the Department, of Defense wherever cost data are to 
be considered in the -nef^otic tion and administration of contracts. Where 
incorporated in a. contract (as indicated below) the contract may treat any 
element of cost more specifically than provided in this Section, so .long 
as there is no inconsistency therewith* Moreover, basic agreements may be 
negptiated. with individual contractors specifying in more detail uniform 
procedures or practices to be followed by the contractor, provided such 
agreement is consistent with the provisions of this Section • 

(b) Cost-T3^e Contracts # Cost estiraates will be developed and eval- 
'uated, and reiiuburseraents to the contractor for costs incurred mil be 

determ3.ned, through the application of these cost principles and standards* 
Therefore, Part 2 and either Part 3> 5# or 6 (x^hichever is appropriate 
to the t:/pe of work called for by the contract) will be incorporated bj'- 
reference in eYBXj- cost-type pri-me contract and every cost-type subcontract 
thereunder • 

(c) . Fixed Price Contracts * Cost is but one of several, factors to be 
considered in the negotiation of prices or in negotiating settlements in 
the event of terr.iination for the convenience of the Govermnent* In con- 
sidering cost data as a basis for negotiatign, the cost principles and 
standards contained in this Section s^^alL.be used as criteria for the 
evaluation of cost data submitted by contractors in all pricing actions 


arising under fixed price contract, including pre-^award negotiations, nego- 
tiations during or upon completion of the contract, and negotiations in the 
event of terriiination for the convenience of the Government^ Accordingly, 
Part 2 and either Part 3^ k$ 5> or 6 (whichever is appropriate to the type 
of work called for by the contract) will be incorporated by reference in 
the clause of every con bract • entitled Termination for the Convenience of 
the Governrrient • Smilarly, where future pricing actions are contemplated, 
the price redetermination or incentive clause shall incorporate by ref- 
erence the same Parts included in. the clause '.of . the contract entitled Term- 
ination for the Convenience of the Governriicnt^ 

1^-102 Reserved ^ ' 

1^-103 Use of Cost Estimates ♦ The proper use of cost estiiaates re-" 
quires the exercise of judgment and discrimination • It is impractical to 
lay down hard and fast rules which would be completely comprehensive in 
this area. In general, cost estmetes shall be obtained from contractors 
in all cases e-^:t:c;pt" where other valid and adequate, pricing criteria exist • 
or the estimates would not materially assist the Contracting Officer in 
negotiating 'prices • ; ■ 

(a) Exax.iples of valid, but not necessarily adequate in a particular 
case, pricing criteria to be considered for the purpose of detcrmjjiing 
whether cost estimates will be of material, assistance include, but are not 
limited to, the following: 


(1) 


Competitive price proposals • 


(2) 


Published market prices • 


<3) 


Catalog prices, including discounts^ 


Previous procurement experience on the same or similar 
items, with computed adjustments of the prices paid where appropriate 
to make allowance for changes in specification or quantities, or 
changes in labor, material and other "cost indices • 


(b) Examples of situations where cost estimates are ordinarily re-^. 


quired are as follows : 


(1) Under outright fixed-price contracts when there is an ab- 
sence of competition, prior experience or other valid pricinfg criteria* 


(2) Under fixed-price contracts containing price--redetermination 
provisions:. 


a* Negotiation of tentative .initial prices., 
b. Negotiation of firm prices on a forvjard basis. 
• c# In combination with historical costs to arrive at firm 
prices for both retroactive and .prospective applicatioh. ' 


(3) Under inc6ntive-type contracts j . ; . . ... 

. r a« Negotiation of tentative target costs when: firm targets 
cannot be initially deteriTiincd. 

b« Negotiation of firm target prices and target, costs, in- 
cluding those . cases where the* targets are set during the coursp 
of the . contract* • 

(k) Under cost-reimbursement-type contracts: 

^ a. Initial estiiaates as a basis for . establishing fixed fees* 

b# Negotiation of fixed overhead rates t ; , . • 

• (5) Under all the above types of contracts for negotiation of? 

a* Contract price ceilings. 

h. Contract changes affecting the contract ^ consideration*. 

15-lOu Use of Historical (Actual) Cost * Historical (actual) oapt 
shall be used"lor tne following purposes: • . ' • 

(a) Under cQst-reimburseiaont-type contracts: 

(1) Determination of allovrable cost* 

(2) In combination with cost estimate to negotiate . fixed, over- 
head rates (where* the contract provides for use of such rates)* 

(b) Under fixed-price contracts, with retroactive price-r,edetermina- 
tionj negotiation of retroactive fixed-prices* 

(c) Under incentive-type contracts: determination of ^inal prices 
after contract completion* 

(d) Under contracts terminated for the convenience .of the Govein- 
mont": as required by Section VIII hereof * _ • 

In addition to the above listing of purposes for which use of historical 
cost is mandatory, such cost data may be useful in other circumstances and 
should be applied whare appr opriate * 

15-105 Reserved * 

15-106 Implementation by the Hilitars^^ Departments * 

(a) This statement of contract cost principles and standards shall be 
followed in procurement operations within the Department of Defense without 
modification or expansion in any way except for: (i) the more specific 
treatment of particular it-ems of cost authorized in paragraph 15-lQl, ^-nd 
(ii) interim interpretations authorized by (c) of this paragraph* The cost 
principles and standards contained in this Section are expressed in broad 
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terms in order that they be sufficiently flexible to meet the require-nents 
of the Tsride variety of circumstances and conditions prevailing in different 
industries* Being expressed in broad terms there is considerable latitude 
for the application of good business judgment to the facts of a particular 
case by procurement and audit personnels In order that this latitude not 
be restricted, any interpretation of those principles and standards made in 
the course of contract negotiation and adriiinistration shall be on a case- 
by-case basis in light of the specific facts thereof ~ no, system of witten 
interpretations (other than authorized in (c) hereof) to be followed gen-^. 
erally will be permitted* 

(b) It is impracticable and unnecessary to include in these costs 
principles and standards every element of cost or possible situations that 
mif/nt arise* Where specific guidance is lacking^ the philpsophy expressed 
* or' implied in similar or related items should be followed*. Nonetheless, 
revisions and amendt-aents will be necessary* Any expansion of or change in 
this Section deemed to be desirable hy any procurement or audit activity 
vjill be forfjarded through appropriate channels to the Office of the Secre- 
tary of Defense for consideratiofi* • . . 

^ * (c) Where considered essential by major prociirement and audit activi- 
tiosl/ of the militarj- departments, teriiporary interpretations of these cost 
principles and standards may be Issuc^d by such activities. Any such inter- 
pretation is subject to the following circumstances, conditions, and in- 
structions: - 

(1) Its issuance mast be considered essential by the issuing 
authority* In other words, the problem could not have been met 
adequately by interpretations made on a case-by-case basis prior to 
consideration by the Office of the Secretary of Defense under <b) 
hereof* 

(2) It must be consistent. with these cost principles and 
standards* 

(3) It will expire by its terras not moye than six months after 
issuance and, in any' event, upon the issuance of an aiiiendment to these 

..cost principles and standards covering . the subject matter of tho -in- 
terpretation* . 


AIR FORCE 

DCS-M Director of Procurement 
• and Production Engi- 
neering 
AIC . . . 

DCS-C Auditor General 


1/ A^ IIAVY 
AC of S G-U CWM 

Heads of Procuring 
Activities 

Hq* AAA . Busanda (CIS) 


15-203 .2 Use of Standard 'Costs in Cost Estimates > "Wherever future 
cost estiraates are required, the use, where economicallj'* feasible, of modem 
standard cost raethods should be encouraged, because they provide an ex- 
cellent iaeans of cost estjjnating and cost analysis, as, well as enable more 
effective control of actual costs during contract performance. Such methods 
provide for pricing material costs on the basis of bills of materials, 
labor costs on the basis of studies of time requirements, and overhead 
costs on the basis of budgeted expenses for the expected volume and types 
of production, with reasonable allowances for cost variances indicated by 
experience to be expected for defective work and failure to achieve full 
efficiency* Such methods generally provide the assurance of accuracy of 
cost estimates, as well as the means of more effective cost control, when 
variances of actual costs from standards are measured frequently and re- 
corded in the fomal accounts • 

15-203 .3 Use of Standard Costs in Deteritiining Actual Costs , ^Jherever 
contract price negotiations or settlements depend upon actual costs., and 
contractors have satisfactory standard cost systems, standard costs of prod- 
ucts, or parts thereof, with appropriate adjustments for variances from 
actual costs, may be considered to represent actual costs, provided such 
costs reasonably reflect the application of the principles and standards 
set forth in this section* Normally, where adequate standard costs are'., 
available for complete end-products, fixed-price 'Contracts should be used. 

15-203. li Use of Job-Order or Process Cost-Accounting Method , The use 

of either the job-order or process cost-accounting method in determining 
historical costs of contract performance is acceptable. In any pricing 
nef'Ctiations which require consideration of vjork- in process at an inter- 
mediate point in the period of contract performance, special care must be 
exercised in order to segregate any part of the work in process costs which 
is not applicable to the completed portion to the cut-off point. 

15-203 « 5 Use of Historical Costs for Purposes of Cost Estimating . 
Reg£.rdless of the mothod used (standard, job-order or process), unmodified 
historical cost data, v:hen used in the preparation of cost estimates, may 
not provide a satisfactorj" standard of future performance; in this event 
their use would be undesirable.. Where no more satisfactory cost data are 
available, historical costs may beVused- in the preparation of estiVaates 
provided they are adjusted to 'eliminate nonrecurrinj^ costs and to reflect 
new conditions, if anj^, vjhich may be applicable to future production. 

15-20U Basis of Applicatioh of Principles and Standards to Pricing of 
Standard Comercial Products . Standard comraercial piroducts are those which 
are normally manufactured ajid sold in large volume to customers who are 
neither prirae contractors n'or subcontractors for defense work, notwith- 
standinig the fact that substantial quantities may be sold to defense con- 
tractors or the Government with relatively little, or no change in specifi- 
cations. In general, it will bo expected that standard cominercial products 
VTill be purchased under fixed-price contracts, and that prices will be 
established without primarj?" reference to the respective contractor's costs# 
The use of escalation clauses generally should take care of major contin- 
gencies which should not be added to^ estimated costs in contract pricing 
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(li) Two copies of each interpretation will be fon-jarded upon 
issuance to the Office of the Secretary of Defense to be considered 
as a recommendation of th.e, is.suinfi. aui.hp.rity for revision* in this 
Section; in accordance with (b) hereof* The Office of the Secretary 
" of Defense will consider the recommendation and will take appropriate 
action withm the six months specified in (c)(3) hereof • 

c • '■(?) Any such interpretation deemed by the Office of the Secre- 
tary of Defense to be unnecessary or inconsistent with this Section 
vjill be rescinded by the issuing authority upon receipt of notice to • 
that effect^ '"• . " 

15-107 Deviations t The authority to deviate, as provided- in paira- 
graph 1-106 of this Regulation, is farther restricted in respect to this 
Section 1^, to permit such deviations only on a specific contract basis'^ 

• - PART 2 fe/.GB?EPvAL FRPJCIPLES .iUID STANDJiRDS FOR DETEKgNATION OF- COSTS 

15-201 Composition of Total Cost > The total cost of work performed 
or to bo performed under a contract or subcontract to which the s 6 principles 
are applicable is the net sum of (a) the allowable direct costs reasonably 
incident to the performance of thd contract or subcontract, (b) the -prop- 
ferly allocaible portion of allowable indirect costs, and. (c) less a.pplicable 
income and other, credits # According to the circuiristances involved, these 
costs may.. be, s'tated either in . terms of . the aggregate for an entire- cbntract 
or in terms of individual units of products or services covered by the con- 
tract with equal application of these principles and .standards^ 

15-202 Factors Determining Allowability of Costs ♦ Factors to be con- 
sidered in deterinining the allowability of costs include (a) conformity with 
the meaning of total cost outlined in paragraph 15-201; (b) reasonableness 
in the s^nounts of particular elements of costs; (c) Reserved/; (d) appli- 
cation of generally accepted accounting principles and practices; (e) avoid- 
ance of duplication of allovjances for the same price component in both cost 
and profit; (f ) exclusions of specific elements of costs as a matter of 
public or business policy, as set forth in this section; and (g) exercise 
of good business judgment in incurrence of the cost* 

15-203 Actual and Est mated Costs ♦ Costs used in negotiating con- 
tracts, or in making settlements thereunder, may be cither of a historical 
nature (actual costs) or may be estimates of future costs, in whole or in 
part, whichever is appropriate for the specific typo of contract pricing as 
indicated in paragraphs 15-103 and 15-lOU.. 

15-203 ol Applicability of Cost Principles to Deterr.iination of Cost 
Estimates as VJcIlas Actual Costs > In general, the same cost principles 
apply to making cost estimates as to determination of actual costs # There- 
fore^, this Section will consider the cost principles set forth herein as 
applicable interchangeably to either cost estimates or actual costs, except • 
' as may be indicated specifically to the contrarj'-* 
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be considered in determining either costs or profit (or fee)*/ Major fac- 
tors to be considered in this, respect include prolonged deliveiy schedules, 
unstable market conditions for material or labor, or uncertainty as to 
cost of performancct Depending upon the type of tjontract, either the con*- 
tractor or the Government may assume such risks* Where the Goverament as- 
sumes all the risk of cost increases or additional unknown posts, or a sub-i» 
stantial share thereof (as it generally does when these risks* are great) 
through the use of cpst-reinbursement-type contracts, escalation or price- 
redetermination clauses, or incentive-tjTpe contracts, the profit allowance 
for contingencies should be re<iuccd to the extent appropriate* In negotia- 
tion of prices under outright fixed-price contracts, risks of loss or other 
cost increases, other than those reasonably certain and determinable, should 
be recognized in profit margins rather than in allox^rances for contingent 
increases in cost« However, no hard and fast line may be drawn here,' but 
it is mportant that such allowances not be duplicated^ For example, a 
contractor's cost estimates may properly include reasonable estimates of 
cost applicable to norxnally experienced defective work in manufactTaring 
processes. Inhere reasonably certain and determinable contingencie's are 
recognized in cost estimates, such contingencies should not be considered 
as elements of risk in determining the allowable . prof it . Thdre are other 
factors having a similar bearing on cost and profit determinatidh; for 
excauple, in contracting for construction under cost-reimbursement- type 
contracts, it is customary practice' to exclude general, administrative and 
"financial expenses from costs, but to allow instead for these factors as 
a part of the fixed fee« " . ' 

15-208 Reserved. 

15-209 Spec i al Frovis:.'.ons Relating to Cost Determinations, Including 
L faitati ons^ Because of the need for standards of reasonableness in.de- 
teriiiining cither estimated or actual costs of performance of specific con- 
tracts, including the application of business and public policies, a con- 
siderable portion of this Section, namely Part 3 > is devoted to standards 
of allowability of specific elements of costs under supply and research 
contracts with commercial organizations. Moreover, because of imusual ac- 
counting practices or problems involved in determining costs under facili- 
ties contracts, construction contracts and research and development con- 
tracts with non-profit institutions. Parts U, 5^ and 6 respectively, are 
devoted thereto. . ' . 

15-210 Di rect vs. Indirect Costs . Every acceptable method of cost 
accounting or estmating embodies the principle, of direct costing- of cer- 
tain materials and subcontract work. Direct costing of productive labor 
is general practice. Other expenses may bo costed directly sometimes, but 
generally many of they/i are allocated to products, job orders, or contracts,, 
etc. on an arithmetical basis in ratio to appropriate measures of perform- 
ance — for this reason, such allocated expenses are terraed "indirect 
costs." ' 

15-^211 Principle of Direct Costing . Every major item of cost (actual 
or estiinated) should be identified with the unit being costed, whether it 
be the product^ a job order, or a contract, when such items of cost do not, 


of such products #• However, in those instances... where cost analyses for 
standard comercial products are required In firm price negotiations xmder 
•ifixed-price contr^.cts, these principles and standards will be applicable 
to the e:rb<Dnt appropriate ♦ Care must .be used in such cases in. order not 
to impose ijftpractical rciquirements pn» contractors for cost estimates . 
to meet which requirements might result, in work entirely disproportionate 
'to the amounts involved* Cost analyses in such cases may sometimes be 
based upon other data than current cost estimates for example,, when a 
•manufacturer has no cost data for a specific standard comerx^ial product,: 
he may have available for analysis, historical sales, costs :and profit data 
on a group of products, including the specific .one subject to price nego- 
tiation4 ' ' :■ • . 

1^-205 Ap plication of Generally Accepted Accounting Principles ♦ It • 
is to be unders^^ood that generally accepted accounting principles, with re- 
spect to product or contract costs are nowhera codified or. reduced to rigid 
formulae. Such principles permit the use of alternative practices or con- 
ventions,- part iculsiriy in different types of business activities; yet in . 
the main there are generally accepted limits in principle regarding account- 
ing practices, the v^.olation of which would not be condoned by the accounting 
profession^ To Uie extent there is a twilight zone between accepted and 
non-accepted practices, it is desirable that definite understandings be 
reached between the contracting parties. This section covers a number of 
subjects of this nature, so far. as they can be covered for general -applica- 
tion. Yet inevitably there will be many occasions where specific contrac- 
tual prcvis-ions or supplementary interpretations of the contract terras in 
tha application of cost principles v/ill be needed. (See paragraphs 15^105 . 
andl5-ld6«) 

.. l5'-2052 Relation of Generally Accepted Accounting Principles to 
Internal Revenue Code > General accepted accounting principles are obs c-rved, 
in the main, in the Internal Revenue Code and Treasury regulations governing 
deductions for business costs in detenaining income subject to Federal in- 
come tajc. For this reason the Internal Revenue Code and Treasury regula- 
tions may provide some guidance as to whether the contractor's costs are 
set forth in accordance with generally accepted accounting .principles. 
However, provisions for the Internal Revenue Code and Treasury regulations 
shall not be controlling for this purpose; in fact Bart 3 of this Section 
contains a nuiaber of exaiTiplcs of dev3,ations therefrom required or perr-iitted 
to be observed in determining contract ccosts. 

15-206 Contractor' s Accounting System . Subject to the observance of 
the cost principles set forth in this section, any system of accounts ^nd 
any method of cost accounting or cistimating will bg. acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable results under the particular circumstances • 

15-207 Relation of Contract Costs gnd Profits . The use of actual or 

estimated costs in procurement pricing is only. one phase of establishing 
the total price or monetary consideration under a contract. The determi- 
nation of reasonable profit is another important phase. These two' phases 
of pricing are mutually dependent to-^ the -extent that certain factors may 


and variable expenses and upon estimating variable expenses by cost cen- 
ters in proportion to anticipated levels of production or work loads j such 
budgets provide the best means for estimating expense rates. Historical 
jjidircct expenses, or expense -rates, should not be used indiscriminately 
as the equivalent of budgeted rates for* this purpose without adjustment 
for nonrecurring expenses and adjustment of the portion of the rates .repre- 
senting fixed expenses when substantiaJL changes in production or work loads 
are expected, 

(b) The use of a fixed indirect expense rate negotiated prior to the 
expiration of a significant portion of the period to which such rate ap«^ 
plies in lieu of the determination of historical indirect expense is ac- 
ceptable where -mutually agreeable to the contracting parties provided there 
is roasonsiblc assurance that the results would be equitable when compared 
with actual rates. Consideration of cost elements in negotiating si?ich 
rates must be consistent with the provisions of this Section concerning 
cost allowability ejid allocability. When predetemiined expense rates are 
used the contract should specifically state the types of items vjhich are 
to be treated as direct costs. The contractor must exclude frora direct 
costs any cost element included in predetermined expense rates in order 
to avoid duplicate charges. 
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in fact, have substantially proportionate applicability to more than one 
class of work* This principle may often be applicable to such elements 
of expense (when of major consequence), as travel, commissions, adver- 
tising, engineering services, etc*, as well as the normal items of ma- 
terials and productive labor* This principle should be applied equally 
to the costing of both defense and nondcfense products or services by any 
contractor who is engaged in mixed production* There are no absolute rules 
by . v;hich to determine which items or elements of post should be ..direct 
costad* In applying the principle, any contractor must follow .a "consistent 
pattern of costing if the results are to be equitable* In. some instejices, 
this principle may be applied by direct costing only the major Items 'of a 
given cost element to all products, leaving minor items, if appropriate,, 
subject to indirect cost allocations/ 

15-212 Indirect Costs * Indirect costs, which have the character of 
cormnon or joint costs, usually consist of indirect materials, indirect 
labpr, and other items* These costs generally are grouped in classes,, as 
followsr • 

(a) Manufacturing (shop, laboratorjO isxpenses (often termed, "manu- 
facturing overhead" or "burden"), which arc incurred in fabricating tfte. . . 
article or service rendered j. 

: (b) Engineering e^qDenses to extent' hot included in (a) or (c);. 

.. (c). Selling end distribution expenses, Incurred in. marketing the 
products manufactured J 

(d) General and administrative expenses incurred in the overall man- 
agement, supervision, and conduct of the business; 

(e) Financis!!. and other expenses* 

15-213 Methods of Allocation of Indirect Costs * No general rules re- 
garding allocation of indirect costs to products, job orders, or contracts 
can be stated for all individual cases, becau;i;e the nature of the particu- 
lar operations and the actual conditions in each instance determine the 
most suitable method or methods to be employed* Any method of allocation 
of indirect costs vdll be acceptable if it is in accord viith generally ac- 
cepted accounting principles end practices and if it produces equitable 
results under the particular circurastances* 

15-213 #1 Use of Predetermined Rates for Indirect Expenses (Overhead 
Costs) * 

(a) Indirect expenses mast always be predicted for purposes of cost 
estimates* This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed. In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203*2), contractors should be encouraged to use accepted 
standard cost methods of budgeting based upon distinguishing between fixed 


• 9 


y 

• V^CHINERYS 
Allied Produc+s 
INSTITUTE 

120 SOUTM LA SALLf STRCET 
CMICAGO 3. ILLINOIS 

UltLLIAM J. KELLY 
Ulilliam K«tlif Gr Coiiipaiiif.Chica9e 

WCf PRSSlOiltTS 

ROBERT UI.GILLISPlE.Ckoirm.., 
TW J«rA^ Mctf«ufactiirif«9 Ca.G>liwitM».0 

MOREHEAO PATTERSON.CkaW— . 

A.«ftc«. UoK^mmm 6 FouiMiry CeJI««Yor4i.ll.Y 

MARVIN UJ. SMITH. fV««..Bald»ii- 
Limo-Hofnilton*Corp,Pliilad«lphio.RB 

GUV A.UIAINUf RIGHT. Pr«s. 
Oi«im4 Chain OiAmcMiwo^M 

THOMAS H.UJEST, Pr»tid«fit 
Oropcr Cerporsiien. HopcdaU. Matt 

JAMES O.VAUGHAN. Trvosurvr 

ALEXANDER KONKLE. Kc« f\m$id^ 
GEORGE TERBORGH./Smo^AO^r^ 
CHARLES UJ.STElUART.5.cr«fery 


fMrcurtw§ commirrtM 
GEOFFREY G. BEARD, Pr»*icUn« 

U»i«Ml En,i«^*9 ir Foyiviry Ca.A«t»btf^Ai 

RO B E RT C. B E C H E RE R . Pr« tidant 
Lifili-B«lt Cempafii|.Chico90.1llino«« 

RO.BRiZZOLARA, Vic« Pr«tid««tt 
American St««l Foundri«f .Ckicogo 

E.C.BULLARD 9,m%\A.n\ 

TH« Bttllard Co*npo«iy.Brid9«port.Confi 

BENJAMIN C.CARTER. Eii*c.Vie« Pr.s 

Food ModiiMCry ii Ckowicai CorpJSan Jo««.Cal 

liJ.V.CASGRAiN. Pr«,kUM.M«cKanicd 
Handling St^ttomt.^nc. Ootreit.Micti 

ROBE RT E. FRIEND. Pr«ft,Nordb«r9 
MonuFacf uring Ca.MiluiouliM.UJit 

ALFRED IDDLES. Pr««!d«iit 
TW Babcock • UJilcoii Co^NowYork.N.Y 

S.E.LAUER -Pr«fidon* 

York Corporai;on,Yerk.fW«in»^lvonio 

GORDON LEFEBVRE.Pres^The 
Coopor-Be*»«m«f Corp.M-tV« rnon.O 

HARRY C. MOORE — Pr»«id««t 
Boloit Iron Ufork*.B*loit,LUi»con«in 

BRUCE F.OLSON" — Protidont 

Suf.d«W«d Mockm* Tool Co,Roekrofd,in 

JEROME A.RATERMAN.Pr«tidont 

Tlw MoflorcK MocKmeTool Co.. S tdn«)|. O 
CLARENCE E.SEARLE.V>e«ClMiin»«- 

Ulertklngtofi Cerpero4ion.NouiYerk.NY 

MALCOLM D.SHAFFNER,Pfotid*f.i 
Soco-LouioM SKopt, Boston. Matt 

HENRY D. SHARPE.Jft.. Protidont 
Brottin B Sharp* MF9. Co, Prov'idonca.R.1 

HAROLD BYRON SMITH. Protidont 
fllinei* Tool Ulorki. Chic 090. Iltinoig 

GEORGE SPATTA. Protidont 
Clark Equipment Co^ BucKanan. Mich 

JAMES P ST EUJ ART. Protidont 
DoLavot Stoom Turbine CewTronton.N.J 

UIALTER lU.TANGEMAN.Ei«cV.coP^» 

Oocinnoti Milling MockinoGx.Cincinneti.O 

BRINTON tUELSER. Vice Protidont 
Ckoio BoH Ceeipony. Milwaukee. UJitcontM 


from thm 

UJASHINGTON 6,D.C.OFFICE rr » u 

1200 Eighteenth Street, N.UJ REPUBLIC 7-6SI2 

June 20, 1955 


Rear Adndral Le He Thomas, UaSoN« 
Staff Director, Purchasing & Contractixig Policies Division 
Office of the Assistant Secretary of Defense (S & L) 
Washington 25, De Ge 

Dear Admiral Thomas t 

We appreciate the Invitation to submit comments 
on proposed revisions to Part 2, Section XV, of the Armed 
Services Frocur^nent Regulatlone This response takes in* 
to account your original letter of April U, 1955, &nd 
your subsequent letter of May 25 extending to June 20 the 
deadline for submission of Industry comments on this pro« 
posed changse 

General Comments 

Before considering the specific provisions of 
this proposed revision to ASPR, we should like to discuss 
the revision generally with emphasis upon its total effect 
and upon certain broad principles of procurement i^ich are 
involved in the proposed restatement of cost principles 
applicable to cost-reimbursement type contracts e 

Resultant Improvement in Proposed Regulations * 

In general, the proposed revision to Part 2, 
Section 3CV, of ASFR appears to be an iiiprovement over the 
present regulatory language >iilch it is designed to amend. 
The proposed amendment is well written, generally clear in 
its language, and is to be commended for its Inclusion of 
certain contract cost items not heretofore specifically 
covered in procurement regulations e Moreover, we find 
useful the new pattern of the regulation ^Ich includes as 
to each itesi of cost a definition, a statement as to the 
extent of allowability or unallowabillty; and a specific 
indication as to whether or not special contract provisions 
are required to make the item allowable as a contract coste 

Wb ask that you express our appreciation for this 
improvement to the government officials participating in 
this effort to revise and expand this section of basic pro- 
current regulations lAilch has a direct ijqpact on the pub- 
lic Interest and is therefore of the gravest concern to 
both Izxlustry and govemmente We should like to point out, 
however, that the pTOposed revision represents ozily a start 
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In the direction of a new approach to contract cost principles, airi we hope 
that our specific suggestions will provide some bench itarks for further re- 
vision prior to final publication* 

Scope of Application of Proposed Contract Cost Principles 

Vfe note from your letter of April U the view of the Department of 
Defense that the provisions of DOD Instruction No# Ul05.ll (liiich specifi- 
cally cancelled permissive authority to enploy ASPR cost principles as a 
•working guide* in the negotiation of prices under fixed price contracts) 
together with this proposed revision are sufficient to meet the objecUons 
of industry as to past misapplication of such cost principles to negotiated 
fixed price contracts # We should be inclined to agree were it not for one 
circumstance liiichj in our ^Judgment, requires further clarification* 

It is our understanding that military audit agencies continue to 
be guided by an internal audit instruction (Joint Letter No* 12, August 5, 
19U9) authorizing the application of Section XV, Cost Principles, in the pre- 
paration of advisory audit reports and the segregation of costs in accordance 
with the prescribed audit format. Although the publication of DCD Directive 
lao5#ll is an entirely appropriate step, it appears to have been addressed 
primarily to contracting officers and contract negotiators rather than audit 
personnel. Accordingly, we urge that the proposed revision of Section IV, 
ASPR, be escpanded to include—under **scope of part*~an express prohibition 
against the use of cost principles laid down therein in connection with all 
jiiases of the negotiation of fixed price contracts including audit review* 
Vfe recommend further that internal audit instructions of the Department of 
Defense be appropriately revised for the purpose of calling this prcAibition 
to the particular attention of military auditors* 

In this connection, we feel obliged to remind you of the Institute's 
view that, all too frequently, in establiahing procurement policy the subject 
of audit is ignored and the procurement policy established is contravened by 
audit practices* Our views on this subject are spelled out in more detail on 
page 16 of the enclosed copy of the MUTC statement entiUed, "The Government 
Contract-flow to Use it MDSt Effectively in the Public Interest*. 

ASPR Cost Principles vs. Qenerally Accepted Commercial Accounting Principles 

Although this proposed revision to ASPR makes frequent reference to 
the application of generally accepted accounting principles and, indeed, 
establishes siKsh application as a standard for the determination of cost 
aUowability, the principles proposed, as in the past, do not in fact agree 
with general commercial accoxmting practice in many important respects* Cer* 
tain expenses, generally considered to be normal costs of doing business, 
are expressly disallowed by these cost principles • 

Quite aside from the illogicality of employing as a test of cost 
eligibility a standard to rfiich this i*iole body of cost principles does not 
itself adhere, we believe that this ixujonqpatibility of military contract cost 
principles with cojnnercial accoxmting practice is frequently inequitable, 
uneconomic from the over-all standpoint of the government,, and, in some 
measure at least, vhoUy unjustified* 


IS«2ai Baale Prtnftlples «nd StaPdMPde 

<b) SnbtMtloM (Ui) and <!▼) of this pan^npb should \m 
deXetad baeauM th«gr tand to saeond-gnaas tha eontraetor. In aalaetlng 
a eontraetor tha govaraaant indieataa Ita intant to ralj on tha aon* 
tractor's jud^aant and abilitias* Xhareaftar^ tha aUowabiXity of costs 
Incurred should ba basad on tha othar factors listad in subsactlons (1). 
(U) and (▼) of this paragraph* 

15»202,2 Direct Labw ^ This paz«graph provides that tha oost 
of direct labor includes "salaried and wages spacifieallj idantifiabla 
with and properly chargeable to" parfoinanca of tha contract* Z prasuaa 
the word "salariad" should ba "salariaa." <»ut nora iaportant* this 
of langnaga places too aucb of a burden on contractors in pioving their 
costs because^ in this instanea» It astabliahas two standaids of allow- 
abUity that ntst ba mat. It should be sufficient if tha itea is properly 
changeable to tha nork in accordance with proper aocounting prlaeiplaa* 

1S»203 Indirect Coata 

(b) Tha fourth sattt«nce« baginnihg with "ai^ aignificant 
change* is unnecessary and confusing and should be delated* It 
also should ba nada olaar that salection of the most appropriate method 
of allocation of audi costs is not left to tha auditor* 

15-203.1 fPjjfot Manufa cturing and Production SxDena«a The 
'•»»f* »«ntance of ihis paragraph dhouU ba rawoxtlad io wladi "Tha 
contractor may dapartmentallae or otherwise establish cost canters la 
order to distribute ^equitably tha indiract costs." 

15-203.2 Indiract Engineeri ng Bxpenses - Delation of tha saoond 
wntance/flrsi paragraph, \Sdar t£Is heading is recommended b^causatba 
apecific engineering acUTitias aet Ibrth in this paragraph araaot 
unifoMiy treated as engineering acUviUaa throughoutlnStaatw. In tha 
UlSiif* S^i!^ J* retained, tha wonls -or •xoToih^r^^Siing 
acUvitias" should ba added to tha and of the aantanoa* 

5* rjwitUai to recognise tiui minimum maxjceU^^sts reUtadto tha^onr 
tractor's govanaent business should ba allowa^ becattsTSS oftan^aJT 
nacassaxy costs of doing business with ^v^.tmmX^ ^ ^ 

^^P^*^9^'^_'^ ^*"<"< 'trativa to«ses In tha saoond 
JSSH: rS^J^PfT^ oquliable results*^ tiieraby SiaSd- 
should be delated and tha words "prorided the method confo^ 5tb 
£SJS Jr^JS^^ principles" should be subsUtutad. Tha 
wording of tha third and four aantaneas is not olaar and might widuly 


taphuise the factors lUUA UA restrtet the Auditor la tlie eocereise 
of hia 4ttd«nent; Xhefefore^ it U rerommended that the^ be deUted. 

15«203;S ^^•J^^.^T Allo oattoo of Indlreet Bxpenaea - Thia 
paragraph should be reviaed to reeofinise iKe baae period eS^ad br 
the contractor* s aceountine system, Ihe general criterion should be 
idiether or not the period enployad* «hw ooaibiaed with the Method of 
allo c ation, is equitable to both parties; 

• * 

lS-20li.l Advertising - Although advertising expenses aay not 
be direcwy related in every instance to a particular govennent eontnet. 
it is quite probable that the govemnant nevertheless nay be the bene- 
fieiaxy of lower costs of production which an nade possible by the 
volune of business the contractor obtains by aeans of his advertising* 
In several instances, the proposed riivisions recognise the principle 
that certain Indirect costs required to keep the business of a cogpany 
going are allocable to govexnaent eqntracta* thexvfoxe^ it is stroSy 
reconmended that insUtutional advertising expenses — designed to pro. 
note the name of a company rather than one of its products ~ be con- 
sidered a reinburseable item. On an allocated basis. It also is reeonnended 
that there be added to the two tarpes of allowable advertising costs: (1) 
Invitations for submitting bid proposals by prospeoUve subcontractors 
and vendors, and (2) Conpunity advertising {daced with local nedia 
primarily to stimulate production and to promote emloyer-eimlQyee and 
eiqployer-eoinmunity relations. 

^ 15"201i.3 Bidding Expenses It is oonoelYdAe that a question 
"^y arise reiaUve to aUowable costs Incurred in connecUon with the 
presentation of bid InfomaUon. It therefore is felt that insertion 
oT the words "and presenting" after the word "preparing" in the first 
sentence and after the word "development" in the same sentence wiU 
clarify the Intent of this paragraph. There also is need for darifica* 
tion of the prohibition. In the second sentence, on charging past bidding 
expenses by allocation. In almost every instance, biddiS^.^e JoSf 

**** fff^^ chargeable to the goverSnnontra^t. 
*hl8 prohibition In effect denies the recovery 

i?!».??^"f ^ exc^t aa addlUonal bidding «^nse on future con-^ 
tracts night be incurred during the accounting period chargeaSTto the 
government contract. Mto also wonder whether it^s Intended that bidS?„a 
expense be allocated to "all business of 1*e contrac^J^f^^i^ 

contJSStJ!. " ^^^"^ " '^'^^ ^ ""^ bisinesrof 


-v,« 1^ „^^r^4^,^^ Defense — The Ust sentence of this subsection 
should bedeieied. Because of the changing situation in civU SSSSJ 
it is possible and even probable that a contractor may be placed tTSi 
^Jiiih"«' ^'"'^"f °??P««*** local govemment'^authSiSSs^y 

^i;^/'*^^*??*^*^^'' ^ ^^^^ project for the 

good of the commmlty. Such an u^pense shoad be an allowable item of 
cost even though it may not be speiUically provided ?or to Se cSS^Lt, 
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, 15;20t4«6 OowpensaUon for Personal Seiviceg —The major ehort- 
«^ oi' this deUlle d and 8om;»ihai confusing poriio n of thTSeotSS W 
revisions is its reflection of the unsound principle that compensation 
for personal services, whether imedlate or defexred and wheSeTin 
cash, stock or other property, should be llMted by any aAitrarjr cri- 
teria such as a percentage of base compensation or the extent of a 
J^lSlfit''h.%^r'!?*?^ o^^her yardsUcIc not only is 

l2iMfi?J i tJiscrindnatory. The only proper criterion should be that 
established by the federal tax laws and genena business pracUce! 
namely, that the compensation be reasonable, under aU thS circSIStancea 

deletton of sub-paragraph (3) (e) in its entirety. 

We also recommend deletion of sub-section (e) on Pap*» navj ^t^u 
disallow, as an item of cost, the coH of Spuin^^tJ gi^e ^ 
of the contractor corporation. The Board of Contract AppeaS^JuleT 
that these costs are allowable. Furthennore, many coiBpSieThaJ^ ftouS 
that programs of this type give an employee theTJeJ^^ SorSIL^^ 
Sh^J^ln^t^^^f'^^^Sr* thereby^oSrage continuity of ^^i^J 
ttl^^ S"* ^ '•fleft^d in lower pxx>duction costs d custSeS^ 
including the government. —wnw^i 

- « A third objecUonable feature of Paragraph 20U.6 is the failure 

JS/?S?fli!?'p^''' "^'i deteminauon purposesf the car;yovJr mtwinf 
the Internal Revenue Code. (<>ub-section 2-U, Page 1510.) 

-J.-.iULilf Contributions and DonaUons Insert comma after 

of Secti^f "ffl*^ ^f^Prf f^^^^i " «ajor deficiency of this portion 
Sup r^ii t» take into account the new IntexSl Reve- 

J??sX V^ni rtir^*"^"?! "^^^ ^^^^^^ depreci^SJ; Z'Ub 
inS^m i ^ ^2 Defense Department announcement of an 

i^^?I^f.^^ .^1^'^''**!:^^" paragraph (15-602) that embodied the rSid 
?? inT^J is essential that paxigraphr 

i^v1°LV?o' ltT2X^'^^'^ '^^r ^ P^^lication^f^lhrfLal 

♦w., 15-20ji.lO Employee Morale . Health and V^fur^ The lansuace of 

P;'-agraph may be subject to I resiricted inteipre tation ^1^1^! 
meat administrative and audit personnel because of the v«.iv iZsf!w v 
Of examples that are cited in ?he secoid sSw! ^ol^^i^^SJ^!'' 
that could be cited are bond purchasing plans, length-offserJicnwSdJ 

gragrap lf«^^^^^^ ZlTd.r^\t^;,l%^^, 

f S'^^J^^* ^ disallowanc^ if thereon- 

tinue "to an unwarranted extent" would appear to invite controversy^! 
particularly when there is no definition of "unwarranted?" 
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L^rf-f [. ^""^^^ lnd«mnifi^«tt^n This entire section 

_i Wat allowance or coets will be predicated very larT-iv nrv»« 

prior approval by the government of insuJancTco^iI^r sS^JX 
approval is i«pracUcal to obtain diulng SSJrSS SfoUatJSSaf^e 
insurance coverage dictated by co«on iSsiness prudSce InTS efSjt 
^id^SJoiS^bS'aSSoirin^r^^ ^« • busi;;eS'eSeL?^' 

JStalLnTol SjrlS:rra"te^':^^^^^ the. 

of explnse uSallovi,S\^J^tJ2 IJit^? ^^^^ 
completely impra^a JS^hrbuLn^^aSse to%Je''?i*l''"'^ * 
detemining how much of the coat of ^ practical way of 

coverage of pn,f it and intJrSn. insurance is attributable to 

there may be^?ist^^^'£:S^'°" "Jralfo^'^^^^ "^^^^^^^ that 

under thj tenns oTJ JoSJIJt^SSrjw h W f ^^6**«f deliver 
surance on governmentHJwned dj^^/.^ hljnself in a position where in- 
sential to his o^Srot^tloS "^l!^ «nanagement would be es- 

by the governSeS?? Protection - regardless of whether it is required 

invite misinif^,^"t?fn!*'*iru 1! w'iJ''"^" subsection could 

protects againlt^oSti^Siit ioiJeJ. ^^^^P^^ of insurance that it 

and in this ile:iSr^i3jr Je?^^^^^ P*«^aph 

15-201^.22 Mat erials and .Snp pH^- 

-In conputing*itJJi2: ITbU, c^Sijid^JSL^^'Cllf^^h 

overruns, spoilage and defective wrkf« " ^ ^ reasonable 

period after^l SS^'SIlSC.JJeT.tS a^'o'L^^ISr '^^^'^^^ 
discounts in the final sent«»«« «#• ♦k4 comma. The reference to lost 
•hould be modified^pwJirSa? • '"bsection is too strict and 
for failure to tSe caJHiL^S^L^^*'*'"*:**^?''' ^« ^^^^ 
quate system for processing rnrrLri'??."? .f*^«d to have an ade- 
discount was lost due to nfglilw^rof Jhl ^ ^«ount or unless the 
hiring or retaining ineffJcSitlllSiJJeJl! ^''^ '^'^ contractor in 
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(e) The flat disallowance of "wrlte-dowis" of values, as 
stated in this subsection, is inequitable because it is an accepted 
accounting pracUee to recogni«e that due to technological advances 
engineering changes, defects, shelf -wear, etc., 100 percent utiliaal 
tion of stock inventories seldom with be realUed. 

4.4 ^ * sentence of this subsection should be modi- 

fied to pemit the inclusion of "handling and puxvhasing costs." 

15-20b,27 PENSION AND RETIREHEMT PLANS 

sentence of this subsection is inconsistent 
with the current Treasury Department position and requires ejqOanatSn. 

^ (b) The requirement In this subsection that the militarv 
pass upon the allowability of aU pension plans prior to wntreet fiL 
lization is impractical. It should be modified to rJsSi^iSJiaS^" 

^J'***^ approved by the Internal Kevenue &er?ice 
to "consideration of cost and allocability." wxTrxce 

iu^ ^® sentence of this subsection should be 

deleted for the same reason deletion of paragraph 15-20L.6a was Leon. 

^ttL l:"^ f f Sr^*** «feainst^co4aS?« SiS gSJeSSeST 
business in excess of 25» of their total volume of business. 

« subsection should be modified to require compliance 

?J^ii?«rrT''^r.P~''^*^^"^ Intemal Revenue Code wUh JespeJt 

to pension and retirement cost determinations. respect 

classifiprf wor^ ♦h!^ clearing personnel to handle 

Classified work, the acquisition of special cabinets and safes for 
storage purposes, eto., as required bf many defensrcXiStsf 

this sub section appear to be cont^^di ctog! S^Jui^be revSeT °' 

further to make it clear that such costsldll be allowed whenitooritv 
therefor is specifically set forth in the contract. authority 

J-5-20U.3 1 Profits and Losses on iiisposition of Plant Fn«<T«.««* 
or Other Capital Assets - !Che ^at exclusiS S sacfpSiy S^^''"- 
losses cannot be justified. This subsection should be Sied^ 
SS« or^r from contract costs - except to the extlnrSfilu^S 
Kess ^'^'^'^ depreciation on assets acquired for gove^SSent 
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1, ^5-20U.32 Reconversion Lx^n>,mn This subsection limits the 
allovrable coslj U, tiiose reiaUd G ifee nwoval of govenaentTro^rtJ 
^ specifically pxwided for in the cStraetT It^S 
be modified to recognize that most expenditures of this ty^e are^t 

"^^^t^o^A S"'}?^" government «ork whiSi^cSLned 

Sj:;tmJnt*ira W ^'"^^ ^ "^^^^ 

1S-20U*35 Research and Developaent 

^v. ♦ General Research - This subsection should be revised fur- 

eliminate the stipulation that a contractor must acrerS 
^illi?K*J fesults of any independent general re- 

search before the costs of such research can be considered a relmburse- 
able item, ^he govemnent should be enUUed to such information only 
insofar as such researph is applicable to the contract^SJed! ^ 
Further revision of this subsection also is necessary to delete the 
^itS^if expenses shaU not be allowab2 f^r co^l 
S*ihrclnSi?t?^ "^'"^"^ - specificall^^^SS^rlsed 

of P».»«. «i,^Trar-§P^^2^ ^« sentence of this subsection 

x>-ifou.35 Should be revised further to specify that no 
portion of such research will be allowable under cost type research 
c'ntJn?'"'"*'*' """'"^"^ specifically pn,vlded'forTtJf 

to ^""^ paragraph also should be revised further 

i^riods^iiS L'Tr*''*^ i"°«rred in accounSng 

periods prior to the award of a contract wiU bb aUowed "oniv ♦nf 
extent specifically authorised by the contiict." ^ 

Sincerely yours. 


2003/2329 


Theron J . Rice, ^ifanager 
National Defense Department 


WESTON ELECTRICAL INSTRUMENT CORPORATION 
NEWARK 5^ NEW JERSEY 


June 20, 1955 


Rear Admiral L*, He Thomas^. USN 
Office of the Assistant Secretary 

of Defense (Supply and Logistics) 
The Pentagon , 
Washington 25^ Do C. 

Dear Admiral Thomas? 

Attached is a statement cf comments prepared by the Government 
Contracts Committee of the National Association of Manufacturers upon 
the draft of a proposed revision of Part 2, Section XV, Armed Services 
Procurement Regulation <» 

We coiii)liment you and your staff for developing this draft for 
industry's consideration o We are all well aware of the difficulties 
encountered In its preparation and though we have certain serious objec- 
tions to it^ we consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect todaye 

We firmly believe^ too, that the Office of the Assistant Secre- 
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspects o 

We also want you to know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wisho We would welcome the chance to discuss the 
whole subject with you at your convenience o 

Sincerely, 

(s) Ross Nichols 

Ross Nichols, Chairman 
Government Contracts Committee 
National Association of Manufacturers 


NATIONAL ASSOCIATION OF MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 


STATEMENT RE MARCH 23, 1955 DRAFT OF 
PROPOSED REVISION OF PART 2, SECTION 
ARMED SERVICES PROCUREMENT REGULATION 


Our views are broadly divided into General Comments and 
Specific Comment So In the fomier category, we consider the following 
two fundamental issuesg 

lo Proper Application of the Proposed Contract Cost 
Principles o Contract cost principles are an 
important tool in contract administration, but 
instructions for the use of this tool are lacking o 
Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rales goveminjg their useo 

2o Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor's CostS o Arbitrary 
disallowances by the Department of Defense of some 
of the contractor ''s true costs are not consonant 
with sound business practice*, 

In our judgment, these two issues override other considerations o They 
should be faced up to and clearly disposed of as a matter of first 
priority in the total undertaking of revising the existing contract 
cost principles o 

Our views on these two issues imderlie the observations which 
are set forth in the second part of this statement under the heading 
of Specific CommentSo Here we indicate our thoughts on specific 


paragraphs and language of the proposed revision 
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GENERAL COMMENTS 

Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 
from the manner in which the cost principles are used. The question of 
what cost principles say is, to be sure, logically distinct from the 
question of how they are used. The reality of the matter, however, 
demands that the two questions be treated as inseparable* For years now 
Part 2, Section XV, ASPR has asserted that the cost principles therein 
are for use in cost reimbursement type contracts, and for years the cost 
principles have been applied to fixed price contract situations so as 
virtually to transform fixed price contracts in many instances to cost 
type contracts • 

A bulwark against this undesirable trend in contract admin<» 
istration has been established by Department of Defense Instruction 
lilOSoll (November 23, 195U)o However, this single instruction is not 
enough by itself to reverse a long-standing practice of treating price 
revision negotiations as though they were on a cost basis* Military 
auditors, for example, are still under Joint Letter Noo 12, which 
occasions the treatment of fixed price contracts as cost type contracts 
by eii?)hasizing the use of Part 2, Section TJ cost principles in fixed 
price contract situations. 

The point is that no matter how sound these cost principles may 
be, they should not be used to derogate contract pricing negotiations to 
a formula basis whereby price is essentially determined by adding to- 
gether allowable costs and a profit allowance. There is need for specific 
Instructions delimiting the use of these principles, distinguishing between 
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two entirely different kinds of contracts — the fixed price type and the 
cost typeo In the absence of such instructions, there is inadequate 
basis for assuming that the cost principles— regardless of their content-- 
will not continue to be misused in pricing proceedings pertaining to fixed 
price contracts • 

These instructions must not only be controlling over the pro- 
curement line of command, they must also be binding upon the audit line 
of commando Indeed, the whole issue of the proper use of cost principles 
is wrapped around the relationship between military buyers and military 
auditors*, The proper relationship is one where the buyers have the freedom 
of decision for determining when and the extent auditors are needed and 
how their findings are usedo Similarly, as auditors are in a service role 
to buyers, they should not be placed in a position of dominating or second 
guessing the very ones whom they are supposed to serve. It is submitted 
that if the buyer-auditor relationship were better defined, much of the 
misuse of contract cost principles would be corrected. 

Our recommendation, therefore, is that the revised statement 
of cost principles should be accompanied by well-defined instructions 
delimiting their applicability. Such instructions, which should reflect 
the above considerations, might be set forth in an expanded Paragraph 15-200 
or in Part 1, Section XV. In any event, the cost principles should not be 
released without adequate guide lines as to how they should and should not 
be used, otherwise the same old abuses of the past may be expected and the 
opportunity for accomplishing a major improvement in contract administration 
will not be realized. 
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Extent to Which the Department of Defense Vill Pay Its Fair Share 
of a Contractor's CostS o 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowability of contractor costs is stated 

briefly as follows 2 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such business o 

This is simply recognizing that the Department of Defense should pay its 

fair share of the contractor's costs* Anything less is unsound business 

practice a 

General rules arbitrarily classifying legitimate costs of a con- 
tractor as unallowable for purposes of contract pricing are by and large 
inimical to the proposition that the government will pay its fair share 
of costs o Whereas tinder a reasonable allocation of costs to government 
contracts the government may veiy well not share at all or share to only 
a very limited degree in certain costs, the absolute disallowance of 
legitimate costs from ai^ consideration regardless of their allocability 
to government contracts is detrimental to the full and proper use of cost 
type contracts. The revised cost principles should shift the emphasis 
from the question of what is allowable to the question of what is reason- 
ably allocable o 

Since varying circtimstances defy the application of inflexible 
rules and since sound accounting practice is open to differing judgments, 
appropriate allocability of certain costs in a given set of circumstances 
might very well be expected to be a subject about which reasonable men 
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might disagree o The resolution of differing opinions in such circumstances 
should be regarded as a matter of negotiation between the contractor and 
the contracting officer within a broad fraraewoiic of good accounting 
practice and fairness o This approach toward handling cost allocation 
questions is in keeping with the reality that cost allocations in many 
instances cannot be determined with scientific exactitude and are not 
properly the subject of arbitrary ruleso 

i5»201 - BASIC PRINCIPLES AND STANDARDS c Reference to the 
exercise of good business judgment as a factor in determining the allow- 
ability of costs is repstiti"v'e of the test of reasonableness and invites 
second guessingo Accordingly 5, the reference should be deleted* 

Provision should be made to recognize standard costs and 
associated variances whenever their use is consistent with the contractor's 
accoiinting practice o Such costs are the equivalent of actual costs* 

15-202 ol « DIRECT MATERIALS o Costs of reasonable overruns, 
spoilage and defective work should be provided foro 

l$«202o2 «= DIRECT LABORo Use of average or standard rates if 
such is in keeping with the contractor's established practice should be 
provided for© 

15«203p3 « SELUNG AND DISTRIBUTION EXPENSESo The broad state- 
ment that these expenses are not generally allowable is unfair* The 
proper approach is to indicate that the government should pay its share 
of these ordinary business expenses to the extent that they may be 
reasonably allocable to government contracts o 
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l$«20Uol - ADVERTISINGo The severe limitation upon allowable 
costs of advertising is imfairo The proper approach is to indicate that 
the government should pay its share of these ordinary business expenses 
to the extent that they may be reasonably allocable to government contracts o 

15-20^0 2 - BAD DEBTS e The flat prohibition of allowing bad 
debt expenses is unfairo Again, the nonti of reasonable allocability 
should prevails This is particularly pertinent to bad debts in connec- 
tion vjith subcontracting o 

■ I5-20I40I4 - CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES* 
The limitation upon the allowability of these ordinary business expenses 
when the subject seindces are intentionally furnished at a loss is 
unwarranted* 

l5-»20iio5 - CIVIL DEFENSE o The exclusion of contributions for 
projects not on contractor's own premises is xinreasonable • Effective civil 
defense cannot be localized to individual plant sites o 

15-20U06 - COMPENSATION FOR PERSONAL SERVICESo The arbitrary 
percentage limitations provided as tests of allowability of certain costs 
should be eliminated in favor of the standard of reasonableness • 

I5«20lio7 ~ CONTINGENCIES. The blanket disallowance of contin- 
gencies is unrealistic « When a liability exists, a reasonable estimate 
thereof should be permitted* 

l5«20Uo9 « DEPRECIATION o As a matter of consistent accounting 
procedure and good business practice, depreciation recognized by the Inter- 
nal Revenue Service should be allowed* Double standards are undesirable* 
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l5-20Ucll - ENTERTAINMENT EXPENSEo Unless there is an overriding 
public policy to the contrary, entertainment expenses reasonably allocable 
to government contracts should be recognizedo 

I5-20U0I2 « EXCESS FACILITIESo The proposed basis for allowing 
costs of maintaining and housing idle and excess facilities is too narrow. 
The government should share an allocable portion of the contractor's costs 
for carr;,rlng idle and excess facilities which are reasonably necessary to 

his operations a 

I5«20iiol5 - INITIAL PRODUCTION COSTSo Provision for possible 
disallowance of excessive initial production costs should be deleted. 
If the government does not choose to pay costs of a contractor under the 
indicated circomstances*, it should terminate the contract « 

l5-20i4ol6 « INSURANCE AND INDEMNIFICATION o Intrusion of procure- 
ment agencies into areas which are management functions through approval 
requirements should be discouragedc The' test of reasonableness of coverage 
and of rates is sufficient o 

I5»20i» 0I7 « INTEREST AND OTHER FINANCIAL EXPENSESo To the extent 
that these expenses are reasonably allocable to government contracts, they 
should be acceptedo 

I5«20ito20 - MAINTENANCE AND REPAIRSo The allocability of de- 
ferred maintenance expenses to goverriment contracts should be a matter of 
negotiation between the contractor and contracting officer* The stipulation 
that these expenses are allowed only if they are covered by a specific 
contractual provision is imduly restrictive© 
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l5-20lio35 - RESEARCH AND DEVELOPMENTo Arbitraiy percentage 
limitations provided as a condition of allowability of costs should be 
eliminated*, The rule of reasonableness should applyo 

Similarly the requirement for a contractor to divulge 
to the government the results of his independent research should be 
stricken e The requirement is unfair o 

I5°20iio36 « ROYALTY PAYMENTSo To the extent allocable to 
government contracts^ royalty payments should be recognized wiliiout 
special approval action o 

l5-20Uo38 « SEVERANCE PAYo It is impractical to establish in 
advance a fixed method of allocating to government contracts the costs of 
mass severance payo The basis of allocation should be open to negotiation. 

l5-20iioU2 » TRAINING EXPENSES. The provisions are unnecessarily 
restrictive o The rule of reason should apply o 

l5-20UoliU » TRAVEL EXPENSES o The central point should be more 
explicitly stated? namely, that the government should pay the portion of 
the contractor's reasonable travel expenses allocable to government 
contracts o Reference to entertainment expenses should be deleted as this 
subject is covered elsewhere (l5-20l4oll)« 
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l5-20Ua25 - OVERTIME, EXTRA PAY SHIFT AND MULTI SHIFT PRSMIUMS. 
Contractor should have reasonable freedom of judgment with respect to 
premium pay to indirect labor^ The unqualified requirement for government 
approval is needlessly burdensome • 

l5-20lio27 - PENSION AND RETIREMENT PLANS o This paragraph, which 
now contains material beyond the requirements of a statement of cost prin- 
ciples, should be confined to the proposition that the government should 
pay such portion of the expense of Internal Revenue Service (IRS) approved 
pensions and retirement plans as may be reasonably allocable to government 
contracts. When these plans are not subject to IRS approval, the usual 
test of reasonableness should apply* 

I5«20lio30 « PROFESSIONAL SERVICES - IBGAL, ACCOUNTING, 
ENGINEERING AND OTHERc Subparagraph (c) should be dropped* The cost of 
professional services in connection with organization and reorganization 
matters and with patent infringement litigation is covered elsewhere 
(l5-20l4o23 and 15-20U<»26), and the cost of professional services for the 
other purposes indicated in subparagraph (c) is an ordinary business 
expense of which government contracts should bear a fair portion. 

l5-20lio33 - RECRUITING EXPENSE. Costs of special benefits or 
emoluments should be subject to the contracting officer •s approval. Their 
unqualified disallowance is unwarranted. 

l5-20Uo3li ° RENTALS OF PLANT AND BQUIHIENT. As the general rule 
of reasonableness applies, the special regulations on sale and leaseback 
agreements should be dropped. 


Radio -Electronics -Television Manufactubehs Association^,! 
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June 20, 1955 


Rear Adniral L. H* Thcjmas, SC, USN 
Staff Director 
Purchasia^ & Contracting 

Policies Division 
Office of the Assistant Secretary 

of Defense 
ifashington 25, D. 

Dear Admiral Thcnast 

I refer to your letter of April U forwarding to us for consideration 
and conment a copj' of the proposed revision to Part 2, Section XV, of the 
Armed Semrice Procurement Hegulation. 

O^ing to the deep and abiding Interest of the electronics industry in 
the cost principles applicable to government contracts, this Association 
has devoted intensive and time-consuming study to the terms of the proposed 
revision. The Association is thoroughly in accord with your objective to 
include rore equitable coverage of some cost items incurred by contractors, 
and to clarify cost determination under the Section to promote uniformity 
in its application. Our Committee feels that the proposed revision appears 
to have achieved this objective in part# In some cases, however, we dis- 
covered in the proposed revision certain anissions from the existing regu- 
lation which are not easily explainable and which are therefore likely to 
cause misunderstanding and confusion in the future* In other cases, we 
thoxight the revision went into such detail as to make it partake of a check- 
off list tha t will tend to crystallize lower echelon thinking to the exclu- 
sion of eqiaally valid alternatives. Our detailed comments followt 

15-200 SCOPa OF PART 

We recommend that this opening paragraph be amplified to make it 


clear that the entire section has ho application to other than cost- 
type contracts* We are aware that a policy to this effect was 
enunciated In Department of Defense Instruction #Ul05« Nevertheless, 
since this Instruction Is an Intemal directive of the Department 
of Defense cancelling an earlier Munitions Board Instruction It seems 
to us too informal and temporeai'y an expedient to establish firm and 
unequivocal policy for the entire procurement establishments of the 
three military services* Ve accordingly reccmmend that language be 
Inserted In the opening paragraph of Part 2 of the Section making It 
unmistakably clear that the Section only applies to cost* type contracts* 

We also recommend tha^t the former wording of 15-101 excluding 
Section TI for use In negotiating pre-determlned overhead rates, ex- 
cept as a guide, be added to 15«200« 
1^201 BASIC FRINCIPUBS AND STAND/IHDS 

a* No comment* 

b« Ve recGTimend deletion of (111)* The FB*esent langmge endows 
the cost Inspector with authority outside the scope of his proper 
functions and well beyond his experience and capacity* If retained 
In the regulation It will stimulate unnecessary Interference In manage* 
ment decisions* 

c* and d* No comment* 

Oeneral t We also recommend that somewhere In 1^201 be Included 
the same language on the use of normal or standard costs for detenrdhing 
provisional or Interim payments as is contained in ths present 15-201* 
Some of our member companies are apprehensive that norw inclusion of 
the present provisions will jeopardize the • continuation of their presebt 
use* 

15-202 DIRSCT COSTS 

In the next to last sentence after the word, • consistently" we • 


reconmend that the fdUcwing language be Insertedt "...within each 
separate unit engaged In mi»d production". This change should take 
care of iarge companies with several operating divisions which are en- 
gaged in the manufacture of different product lines and possess virtual 
operating autonomy. 
1$-202.1 DiRaCT MATSRIAXS 

* prefer the language of the present section 202.1. Our Ccmmit- 
tee considered that the advantages gained by the greater brevity of the 
revised 202.1 were more than offset by the comprehensive detail and 
claai-cut provision for overruns, spoilage, etc., set forth in the 
existing regulation. 
1^202.2 DiasCT lABOR 

We urge inclusion of language making prevision for the use of 
average labor rates Under appropriate circvnstances. 
15-202.3 OTrfSR DIRgCT COSTS 

In the last sentence, line 3, change the word "similar" to 
-the same". Our Conmittee felt that the word "similar" was too vague 
and speculative, a nd vested too much discretion in the cost inspector 
to make unauthorized cost deletions. 
15-203 riDIRBCT COSTS 

(a) No 

(b) tfe reconmend deletion of the lasttro sentences of (b). 
The enumeration of specific changes aeems to our Conmittee to be an 
unnecessary amplification, carrying with it the danger that it will be 
used as a check-off list by the cost Inspector, 

15-203.1 DTDIRgCT MAWUFA CTURtlO AND PRCPUCTION gmwSifS 

In the first sentence of 2Q3.1 change Ihe words "necessary to" to 
"incurred in". The present language is unnecessarily broad and subject 
to conflicting interpretations by the Government and the Contmetor. 
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At the beginning of the third sentence add the words ^Examples 
of* to make it dear that the items are inclusive but not limited thereto* 
1^203 > 2 INDIHSCT gNGDISiSRING S£PBNSSS 

At the end of the first sentence add "•••and such other related 
costs as the contractor consistently charges to overhead"* Our Canmittee 
felt that the first sentence as written failed to take Into account 
other legitimate costs habitually diarged to engineering overhead under 
reputable accoxinting methods* 
lg->203>3 SSLLIWG AND DISTRIBUTION aXPBWSgS 

The proposed revision restates the hoary and fallacious concept 

that selling to the Government involves no mazicetlng expense on the 

part of the contractor* Our Committee strongly considers that this 

fiction has outlived its usefulness; it is time for the government to 

recognize that a variety of perfectly legitijnate selling expenses are 

incurred by every reputable contractor who sells his products to the 

Government* This is especially true of the more established suppliers 

of military equipment who must of necessity maintain close and effective 

liaison with the purchaser* Although marketing in the ordinary conw 

merical sense is certainly not necessary for doing business with the 

government^ the proposed language fails to recognize any form of non* 

ccmmercial marketing expenses* We^ therefore^ recommend that the 

paragraph as presently written be changed as foUowss 

Flrs-^^ change the second sentence to read, "There may be an ai/» 
location to government work of those expenses in this category 
including but not limited to, administrative, technical, consulting 
and other services, which are for the purpose of negotiating, 
administering and servicing government contracts"* 

Second, delete the rest of the paragraph* 
1^203>U GfllgRAL AND APtlNISTR/lTIViS SXPiiNSaS 

¥e recomnend that everything in this paragraph after the second 
8^ntence be deleted* There are innumerable other factors which should 


receive consideration in determining the equitability of G and A. 
Different large companies use different methods and sdslUb r companies 
may make entirely different allocations* Moreover, cost patterns, 
inventory variations and establishnent of theoretical ratios may have 
little or no relevancy to the practices of companies which do both cqtih 
aiarcial and military business or which are new to the government corw 
tract field# • 

1S^203,^ PiiRIQD FOR ALLOCATION OF INDIP^CT gXRSNSAS 

As presently written this paragraph seems to presuppose that 
each contractor has only one government contract* What happens if 
a contractor has half a dozen contracts of different types, extending 
for different base periods? hfe believe the entire paragraph should 
be deleted since the matter appears to be adequately covered in 
Paragraph l5-2d3(b)* 

15-20ti APPLICATIONS OF EASIC COST PRINCIPLES AMD STANDARDS TO SKLECTfiD 
ITi^S OF COST . 

In the next to last sentence we recomnend that you. strike every- 
thing after the word "Standards" • Our Ccmmittee felt that to include 
similar or related items would broaden the trealanent to the point of 
complete uncertainty. 

We also reccmmend that the words "This paragraph and pre- 
cede the last sentence for the sake of complete clarity • 
l5-20h,l ADVaRTISIM} 

recommend that a subparagraph (3) be inserted to cover in- 
stitutional advertising* Such advertising does not offer the product 
for sale conmercially and may not appear exclusively in trade and tecl>- 
nical Journals. We also reccnrend that the word "only" be deleted fran 
(a). 


1^20b.2 BAD PaBTS 

No ecxninmt* 
1^20ti.3 BIDDING SXBffliffi 

We recamnend that in the second sentence the words "all 
business" be change|d to:"the applicable business". In the case of 
companies doing both commercial and goverment business it is some- 
times custmary to exclude certain expenses solely incurred for one 
type of business frcm the accounts -of the other. This works both 
to the advantage of the govemnent and the contractor, 
l$.20t;«U CARSTSRIAS, DINIM} ROQtS AND OTHaR FOOD SSRmCSS 

It should be recognized that the sale of ine^qpensively priced 
lunches to anployees in a casipany dining rocn or cafeteria has become 
standard operating practice for all large companies and most anall 
ones; it is a form of fringe benefit which employees expect. We, 
therefore, see no reason why it should be singled out for special and 
discriminatory trealanent, especUlly since food services of this kind 
are by their very natiire almost immune fran any possible misallocation 
or abuse. We, therefore; recommend that In the third sentence every- 
thing after the word "allcwable" be stricken and the sentence ended 
with a period} we also request that the entire last sentence of the 
paragraph be deleted. 
l$-2Qti.g CIVIL DBFaWSS 

We recanmend that the words "on the contractor* s .premises puiw 
suant to suggestions or requirements of civil defense authorities.,." 
in the third sentence be deleted. In the atomic age shelters and other 
civil defense measures are not necessarily located on the contractor* s 
premises. 

The last sentence of the paragraph should also be deleted as it 
fails to Aake into account supervening circumstances and the overri'ding 
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authority of local, civil and federal authoxrlties to require different 
kinds of civil defense measures and financial contributions. 
1^20li>6 CCHPii!BATION FOR RSBSONAL SaHVICaS 

a. In the first sentence add after "includes* the fdlowingt 
"•••all renumeration paid or set aside such as". Also insert the 
word "incentive and" before "deferred compensation, etc#" The 
sentence as presently written fails to take into account reserve 
funds set aside for salaries, wages and bonuses. 

b. In the third line it seems probable that the drafter 
ineant corporate "officers", not "officials"; we are also uncertain 
what is meant by "executives" • 

We recommend deletion of (iii) as being absolutely speculative 
and not relatable to any known standard or criterion. Some companies 
with little or no government business pay their executives far more 
than do other companies with a preponderant government business, 
(Viz. the chemical industry vs. the electronics industry)« email 
companies in the non*defense category often pay more than large 
companies in the defense one, and vice- versa. Has anyone in the 
Defense Department made a study of executive compensation in differ^ 
ent industries? Have they read the recent articles in the Harvard 
Business Review on the subject? 

c. Delete the word "not" and make reasonableness the test, as 
it is anyway throughout this section. 

d. In the first line delete the word "production". Sane officers 
and employees perform services which may not fall exactly within the 
production category yet which are of Inestimable Importance to the 
company. 

(1) Insert the words "or practice adopted or" In the third 
line after "established plan". This will take care of smaller companies 


which have a practice of paying bonuses rather than an established plan, 
and vrill also pennit the establishment of such a plan or practice by 
a groining company. 

(2) Add "•••when considered in light of total compensatiorf* 
to end of sentence • Overall compensation should be the test rather 
than any one component there of • 

(3) No ccmnent* 

(U) We recommend that everything after the words "salary 
classification" be deleted^ The reason for this reconmendation is 
that many snail companies have management incentive plans which might 
be considered unreasonably restricted for purpose of this paragraph. 
The government has other safeguards here which can be availed of to 
guard against abuses 

(5) No coiment* 

(6) Ihsert " stodcholders" after "officer" to make it dear 
that officer stockholders is the group aimed at# 

(7) Ve reccmmend deletion of this sentence as. being re- 

dundant^ 
e# 

(1) No comments 

(2) Deletei "Except as provided in (3) below." Explana- 
tion follows! 

(i) No coHnent^ 

(ii) We suggest deletion of everything in e« after 

the first sentence^ Our Committee feels that any planapjroved by the 
Internal Revenue Service must be acceptable to the military departeent 
for accounting and cost allocation purposes or hopeless confusion will 
results 

(3) We Inquest deletion of this paragraph in ite entirety* 
Our committee ecaisiders that the 7$% test in 3 (i) is absolutely 


unrealistic and has no relevance to the mexdt or lack of merit of 

any particular profit-sharing plw; it would be wholly Inequitable 

during any emergency when the ratio of goveminent business to coo- 

merical business nay ^ddenly increase since it penalizes tHe patriotic 

supplier* Furthermore^ there is no criterion for establishing what 

is meant by government business; does the term mean current sales only^ 

or does it include back-log? 

( NOIB > The Defense Department amendment of May 25 arrived after 
oiir Committee met to consider the revision* Uhile we cannot say 
with certainty how the Committee would react to the amendnent we 
believe it would still be objectionable for the same reasons as 
stated above ^ since the principle remains unaltered*) 

f. 

(1) through (h)^ No comment* 

g* Ve recommend that this subparagraph be rewritten as foUowst 
^For the purpose of determining reasonableness^ the employer -contri- 
bution under profit sharing plans and stock bonus plans shall be 
subject to the same provisions as provided for in the Litemal 
Revenue Code"* The same standards 'prescribed by the Internal Revenue 
Services for etnployer contributions must be accepted by the military 
services or absolute chaos will result* 

h* No ccmmenta 
lg>20li>'7 CCWTINCaSNCIBS 

We think the first sentence could be bet^ expressed as foUowsi 
"This type of charge is allowable only if it results from the creation 
and maintenance of reserves to provide for events whose occurrence can 
be reasonably foretold with respect to time and intensity** Our Comnittee 
felt that the sentence should be rephrased in the positive^ but without 
any reference to assurance of an event happening^ which removes it 
from the category of a contingency* 
l$-20li*8 CONTRIBUTIONS AND DONIITIOIB 

Ve suggest that a comma be inserted after Charitable* in the 
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second llne» 
15-20U>9 DBPRECIATION 
a* No cominent* 

b» Our Committee noted that for some tine the **declinlng 
balance" and other methods of establishing depreciation have been re- 
cognized by the provisions of the Internal Revenue C!ode« To maSe it 
clear that where such recognition exists the military services should 
likewise accord recognition we recomtiend that the words "•••including 
those methods recognized by the Internal Revenue Code (subject to the 
ll^nitations set forth in subparagraph e. below)* be inserted after 
"acco :nting principles" in line 5* second sentence • 

c« Mfe recommend that this paragraph be revised to give positive 
authorization for depreciation charges as follows: "c^ Charges for 
depreciation on idle or excess facilities will normally be allowed 
on such facilities as are reasonably necessary for standby purposes". 
In companies producing both commercial and military type eqxxipment 
it would be difficult to show that a standi^ facility is exclusively 
for one or the other* In actual fact they are for both - and would be 
so used| depending on the degree of national mobilizaticn* 

d« jfe recommend that the following language be added to the 
end of the paragraph" •••except that depreciation may continue to be 
charged until such time as the unrecognized depreciation has been 
absorbed" • 

0. tfe recommend that the second sentence of this paragraph be 
revised as follows t "After the expiration of the emergency period 
for the facilities concerned^ where a detemination of "true depreciation" 
has been made^ the remaining balance of the oost of such facility over 
the amount of "true depreciaticsn" recognized previously in costs will 
be recognized as allowable^ subject to paragraph i5-20U«12"» This 
will take care of depreciation requirements over and above accelerated 


ainortization^ 

1^20ti>10 atPLCESE MORlia^ HBALTK AND WSLFARE 

No ccmment* 
l$-20ti>ll EWiaglAIltlENT SXBSNSE • 

We request that the words "except in reasonable amounts and 
when related to necessary business meetings" be added at the end of )/ 
the second sentence* 
1^2Qh.V2. EXCESS EdCILITIBS 

We recommend that the words "contract perfomance" be deleted 
from line 3 of the first sentence • This will make the paragraph 
conform to the wording of 20U#9 c# 
15-20U,13 FINES AND PKNALTiaS 

No comments 
15-201, Hi FRINGE BENEFITS 

No comment, 
lg-20Ua5 INITIAL PRODUCnON COSTS 

We request deletion of the last sentence of the second pui^graph. 
In the constantly advancing state of the military electronics art, what 
qualification doe$ the cost inspector possess to decide whether the 
contractor has had reasonable time to make the product efficiently? 
If the Government is dissatisfied it should teminate the contract 
not disallcw costs incurred in good faith during the course of per- 
formance • 

l5-20Ua6 INSURANCE IKPatNIFICATION 
a* No ccmirBnt* 

\>m We recommend that b« be rewritten as followst "Costs of 
Government reqxiired insurance are allowable • Costs of other insurance, 
except that applicable to Governnent-owned property, are allowable provided 
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(1) the insurance has been approved by the military depa- tment con- 
camed pursuant to a contractual requirement, or (2) in the absence 
of such approTOl requirement, the types of coverage, extent of coverage 
and rates are reasonable under the circunstances. Costs allowed f<r 
use ar.d occupancy insurance will be allowable except coverage relating 
to profit, interest, federal inccne taxes, and any other items 
of expemBH unallowable under this part", 
e*, d«, and e* No ccnment* 

f. We suggest that mention be made of the interrelation of 
this subparagraph to related provisions In ASPR VII. 

g. Mb request that "if" be substituted for "only to the extent 
expressly", 

1$-20L.17 I KTSRSST AND OTHgR flNANCIAL fflgSNSgS 

. RBWA has a continuing interest in obtaining recognition from 
the Defense Department and the General Accounting Office of the allow- 
ability of certain kinds of Interest, especially when the contractor 
has relied on his own efforts in financing his jerfonnance of Govern- 
ment contracts. A memorandun on this subject is in process of pre- \ lc^c,<^ 
paration and will be subnitted to the Assistance Secwtary of Defense ./ rc 
(Comptroller) within the next few weeks, 

In any event, we consider it essential that this paragraph as 
finally written be absolutely c onsistent in form and content with ex- 
isting Defense Deparlanent contract financing policies, especially on 
progress payments and Defense loans, Ihe interest problem is so 
interrelated with contract financing that no policy for one should be 
adopted that is inconsistent with the other, 
1S-2GL.18 LABOR IBUTIQIB 
No ccranents 


lg-?di>19 LOSSaS ON 0TH8R CONTRACTS 

This paragraph is inconsistent with the Court of Claims decision 
in Bell Aircraft Corp ^^ r. United States ^ 100 F. Supp. 66l (Ct. Cls, 
1051) aff >d per curiam ^ 3Uh U.S. 86O (1952), where a Governnent con- 
tractor was allowed to capitalize losses on experimental contracts and 
allocate thm as costs to other Goverment contracts* We surjrest that 
the paragraph be rewritten to permit allowability of such losses when- 
ever permitted bj^ sound accounting practices. 
15-20ti>20 KAINTigUNGit UW REPAIRS 

a# No comment* 

b* No comnient« 
1^20U.21MAyUFACrjRIW3 AND PRODUCTION^ aTGIKSiSHING 

We request that the words "provided such division results in 
an equitable distribution, Viz.," be inserted Imrediately before (i) 
and at the end of the preceding sentence* 
l5-20ti.22 MAT^RUI^ AND SUPPiJES 

a* No comment* 

b* We request that this subparagraph be changed to read as 
followsx "Cost of materials and supplies shall be suitably adjusted 
for applicable portions of income and other credits* Such income and 
other credits include trade discounts, refunds, rebates and allowances, 
cash discounts taken (to the extent that such discounts are in excess ^ 
cf Interest paid) and credits for scrap, salvage and materials returned 
to vendors." 

c* No comment* 

d* Insert the words "or regularly manufactured and sold by the 
contractor through commercial channels" after "stock* in the first line. 
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e. In the viaw of our members, ilat disallowance of "write- 
down" of values of inventories is not equitable. It is an accepted 
accounting principle th?.t cwing to technological advances, engineering 
changes, defects, self-wear, etc., 100^ utilization o f stock inven- 
tories will not be realized, and replacement value may be lower than 
original cost. Where the contractor can demonstrate that the methods 
used to reduce the values of inventories are logical, and have been 
applied consistently, and that prudence was exercised in acquiring the 
stocks involved, such inventory valuations should be allowed to the 
extent allocable to Government Business.- 

f. We sugi^est insertion of "non-affiliated" before "customer" 
in line 7; some company divisions purchase from each other at special 
prjces. 

lb-?0ii.23 ORGA-JZATICr.' jiXR^NSJiS 

No comment, 
lS-^.0h.2h QTIittR BUSPIiiSS £XPE}iS£S 

No comment. 

1L'-?0U.2^ OV^RTPLc;. iiXTRA FAY SHIFT AND MULTI-SHIFT PRflOUMS 

..^^"^^ Para;^raph as presently written ^ows a tendency to consider 
sh:ft. premrjTiE as out of the ordjjiary and not to be authorized without 
■ special IE mission. In actual fact multi-shift operations, and premium 
pay for unpopul^..r shifts, is standard operating procedure for many 
canparies; orovision is often made for them in union contracts. Ve re- 
cannend ttet a little (a) precede the paragraph as now written; that 
all mention of snift payments and shift premiums be deleted therefrom* 
and that a new subparasraph (b) be added to read as followst "Shift * 
r^rinowable"''°'''^"°* "^^^ contractors' practices *nd procedures 

In addition, our Canmittee noted several deficiencies in the laro- 
.nsions for overtime. We feel that all indirect labor (i.e., janitors, 
plant maintenance staff, a dnini strati ve and service personnel, etc.) 
should be permitted, necessary overtime without special authorization. 
^erE^ency overtime for direct labor sho-old be permitted without written 
authorization. The contractor should not have to run the risk of cost 
disallowances whenever he makes arrangements for necessary overtime 
without a written chit.frqn the contracting officer. Frovision should 
also be made for predetermined overhead rates. 


l^-20li>g6 FATiiiNT i::XFii.NSiiS 

rfe request that the next to xast sentence ccTT-'urce with "C}iur-';es 
• deleting "all other patent expenses. The precent v/ording dis- 
alla;s an unspecified categcrj; of costs* 
1^-20U>27 f^lSia' AND Rj^TIfiJI^CT Pi^NS 

a. We recommend that the fourth and fifth sentences be deleted. 
They presuppose that legitimate pension plans are not conditioned on 
profits. In many cases they are, especially in smaller com paries; 
sane times corporate by-laws suspend pc-jTuents into the pension fund 
during had years and authorise the deficienc: to be made up in pro- 
fitable years. 

b# Strike everything after •'Militarj' Department" in the first 
sentence* No consideration seems to have been {^[iven to the potential 
chaos created by a Hotting one branch of the Government to disallow 
what another has approved. An IRS approved plan should always be ac-' 
ceptable to the militarjr services. We also request that the present 
second and third sentences be deleted and the following new second 
sentence be inserted after *Wilitary Departments"s ••Consideration of 
the plans by the Militarj^ Department wilx be limited to consideration 
of cost and allocability thereof and will be the responsibility of 
the Department to which audit cognizance will be assigned". 

c. We request that the first sentence be changed to read, "The 
cost of pension and retirement plans approved by the Internal Hevenue 
Service are allowable except as otherwise determined to be unallowable 
under this paragraph"/ The rest of the subparagraph may stand* 

d« No comment. 

e* We request that the last sentence of this paragraph e. be 
deleted* It conflicts with the contractor's arrahgawents under the 
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Internal Revenue Code and penalizes governrrient contractors in re- 
lation to their canrercial. competitors. 

f • In the second sentence we su,';.LTest substitution of the words 
"may be« for "is usuallj^ before "necessary"; there is no hard and 
fast rulQ in such cases. Also, immediately after the end of the 
second sentence we request the insertion of a new sentence to read 
as follcwss "Where the contractor can demonstrate that reasonable 
provision has be^n made for the effect of such reversionary credits 
in his method of determining pension contributions, no special pro- 
vision for these credits is required" • The beginning of the succeeds 
ing sentence should then be changed from "Under these circumstances..." 
to "Otherwise..." 

We further recommend that the last sentence of f. and the suc- 
ceeding subparagraphs (l) and (2) be deleted in their entirety. They 
spell out in detail two or three of a great many methods of making 
such arrangements and will tend to crystallize lower echelon thinking 
and make them suspicious of equally legitimate but different procedures. 

g. Change the last two lines to read as foliowsi "•.. pension 
and retirement plans will be considered on an- individtial case basis 
and are alla^able subject to the usual tests of reasonableness and 
allocability." " ' 
15-20U.28 PIMT PROTiSCTION aXPffltSSS 

Our Committee was uncertain whether this paragraph applied solely 
to the physicalprotection of plants and facilities or embraced the 
whole spectrum of industrial security. There was a general feeling 
that as presently written only relatively minor expenditures appeared 
to be covered; the paragraph is silent on such major cost items as 
security clearances, automatic detection devices, acconmiodations for 


classified documents, etc, Tet there is nowhere else in ASPR XV 
where the latter items logically fit# 
15->20h,29 PRECONTRACT COSTS 

We request that the last sentence be rewritten as follows: 
"Such costs will be allowed when authority therefor is specifically 
set forth in the contract and nay be limited to a period of tijne"# 

15-2QU,30 PROFiiSSIONAL SiSRVIQiS ^ LbiGAL, ACCOUNTII^, iiUGDIi^RING 
AKD OTHaR '. 

Our Committee felt that the scope and extent of CJovemment re- 
gulations, the changing requirements of contract clauses, and shifting 
Government interpretation of such clauses make it necessary that the 
contractor avail himself of professional assistance. Whether such 
assistance is separately en?:aged or comes from-the contractor's staff 
should be irrelevant. Nor should past cost patterns, impact of '3overr>- 
ment business, etc., bjB. de terming factors in judging allowability* 
We suggest that subparagraph a. be rewritten as follows: 

"a. This item includes the cost of professional services 
rendered by the members of the particular profession, either as part 
of the contractor's organization or separately engaged. These costs 
are allcwable. when reasonable and should be allocated in accordance 
with the principles set forth in 15-201*" 

b» tfe suggest that b» be deleted in its entirety as unnecessary 
amplification tending to crystallize lower echelon thinking to the 
exclusion of other legitimate alternatives. 

c. We request that the word "\ansuccessful«« be inserted before 
"defense" and "prosecution" in line km 
l$--20h.31 PROFITS AND LOSSgS, etc ^ 

We concur with the present wording but suggest the addition- 
of the following to the last sentence; ".••except to the extent 
that such gains or losses adjust depreciation on assets acquired for 
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Govemmtjnt business, cr unless specifically provided for in the 
contract. 

Our Committee felt that this paragraph should be rewritten to 
permit certain kinds of recoiVBrslon expenses, such as restoration of 
facilities to' pre-Defense work condd.tion, whenever subrtantiai changes 
in plant and facilities have been effected at Govomment behest or pur- 
suant to the specialized requirements of defense production. 
1^>20U>33 RiiCPjJITirK ilXP^ISfl 

No comjnentt 
l^-?0h.3U H^iJTALS OF PiANT kW iL-^UirMCTIT 

We reconraend deletion of subi:aragraph b.and correction of sub- 
paragraph a, by insertion of the words "and (ii)" between "...under 
(i)" and "above.. in the first line. 

a. No Comment. 

b. (1) We recommend deletion of (iii) on the ground that it is an 
exorbitant and overreaching demand on the part of the government. 

We also request deletion of (iv) for the same reasons as set forth 
earlier under 2CU.6e (3), to-wits no logical basis for differentiating 
between customers over and ^Jinder 75/^5 no lo.^ical basis for the 7% 
figure in the first place; and no criterion in the regulation for 
determining wha| constitutes C>ovemment business, e.g. current sales, 
sales plus backlog, or past liistory of Government business^ 

It seems to us that the last sentence of (l), relating to pre- 
determined overhead rates, diould also be deleted; it is merely another 
cost item and is adequately covered elsewhere. 
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(?) We request revision of the second sentence of (2) by 
insertion of the words "and dev'elopnent" between "•••reimbursed to 
a contractor)" and "nay, if allocated* ••" on line 7; we also request 
substitution of the word "related" for "all" later in the same line, 

and deletion of "production" in the following line. We recommend, 
deletion of the last sentence of this subparagraph since there is no 
valid reason why under certain circunstcinces and in some fields of 
application part of related research costs should not be allocated 
to R f.nd D contracts* 

We request deletion of all of c* -Under certain circumstances 
capitalized development costs and a pro-rata share of patent costs 
should be allowable • 
1^-20U*36 ROYALTY PA^MTS 

The words "or proprietory or technical inf onna tion" should be 
inserted after "pa tent s"at the end of the first sentence, a nd after 
"patent (s)" in lines T and 3 of the second sentence. We request that 
the second sentence end after "allwable" on line 3m 

ig-2o)4>37 sanvics and WARaim isxPiijJsss 

We request that consideration be given to including in this 
Section a clause which would give the contractor the right to incliade 
these expenses as an allowable cost where it has been the contractor's 
practice to include these expenses in the nonnal cotirse of business. 
l5-20ii.38 SiiVERANCiS PAY 

Our Committee felt that the paragraph as presently writ1;en 
could have inequitable results. It should be rewritten to provide for 
allowability on either an actual or an accrual basis. 
15-20U>39 SPECIAL TOOLIT^ 

We recommend tlmt the entire paragraph be deleted and in lieu 
thereof a simple statement be inserted to the effect that special t6oling 
is allowable subject to the terms and conditions prescribed for its 
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aioqvds itian in Section XIII of ASPR# 
Nv ccrmnantt 

li^>^9QL%la TRftPiSs BUSINSSS AND PROFESSIONAL ACTIVITIiSS 

Nc cor.nGnt. 
Ir>^?0b>b2 TRAINING SXP^NSiSS 

Vq request that suS>- paragraph* c« of this paragraph be deleted 
in its entirety; there is no valid reason for differentiating between 
costs of on-the-job-trainir^ and training in educational institutions 
since the expense of the former nay be as great or greater than the 
latter* 

We su^j^estthat a» and b. be combined into one paragraph, the 
latter bein^ added as a last sentence to the former with the words 
"which are limited to on the job training" deleted^ 

We also suggest deletion of "director of " and "and" in line 
3 of the first sentence; the term "training staff" should include 
its head or heads. 
1^-20U>U3 TR/INSPORIATION i^XP^SiiS 
No comment • 
' lg>20U>UU TRAVEL iiXPiiniSjaS 

We recomjnend deletion of d* There is no definition of "premroir." 
transportation in the regulation, and the tenn is generally unkncwn 
in industr;/; Com]mnies are entitled toha^vs their personnel travel 
by whatever means they see fit. - 

The foregoing concludes our comments on the proposed revision of 
ftirt 2, ASPR XV • We urge that these comments, together with those of 
the other industry groups and associations consulted be carefully 
studied before any final revision of the regulation is attempted. The 
cost principles applicable to Government contracts touch every aspect 
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of the contractor's performance; stringent or unrealistic requirements 
can play havoc with a contractor's internal accounting s^'stem and with 
his ability to coir.petently perform • 

Very truly yours. 


E . B. McClaran ^|«K^3AJL 
Controller, 
Ei tel-M cCullough, Inc. 

Chaiiman, RiilMA 
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Task Cominittee 


Chamber of Commerce of the United States 


^y^^^ 1615 H STREET.N W. • WASHINGTON 6. D C 

NAtiontl 8-2380 

June 17# W55 


Rear Admiral h. H« Thomas^USN 
Staff Director 

Purohasing and Contracting Policies Oiyiaion 
Department of Defense 
The Pentagon 
Washington 25» D; C» 

Dear Admiral Thomas i 

The Chamber of Commerce of the United States appreoiates the 
opportunity to submit its comments and recommendations regarding the 
proposed revisions to Part 11^ Section XV^ of the Armed Seiirices Pro* 
curotnent Regulations^ id^ich prescribes a set of administrative cost 
principles that are q>pULc^^ to cost-reimbursenent type ooiitraets« 

In view of the fact that cost*reinA)urs6ment type contraets 
ixw account for approximately one»fourth of all defense procureaentj 
we regard this ASFR revision as one of the most inportant since the 
Armed Services Procurement Act was enacted eigjht years ago« 

And despite the recent directive that these cost principles 
no longer may be used as a working guide by contracting officers in the 
negotiation of prices under f ixed;*price contracts^ it is inevitable 
that they will have some influence on such negotiations. 

Copies of your April 11 letter and enclosure were sent by us 
to the more than 100 meobers of our Committees on National Defense 
and Taxation and our Manufacture Department Committee f In addition^ 
we solicited the recommendations of our Insurance and Domestic Dis- 
tribution Departments on provisions of particular interest to them. 
Comments also were received from some of our trade association Moberst 
All of these expressions of opinion were evaluated against the back- 
ground of our policy declarations on Defense Procurement. 

Time did not pennit the reproduction and distribution of your 
May 25 letter^ in lAlch you extended the deadline for submission of 
our Section XV comments and requested that such comments cover further 
revisions to paragraph 15'-20U«6e# Howeveri our cements will cover 
these changes^ as well as those which accompanied your April U letter. 


General Comments 

Despite certain deficiencies of a rather serious nature^ the 
proposed revisions to Section ZV representf on the whole> a step for- 

NATIONAL FEDERATION WORKING FOR GOOD CITIZENSHIP, GOOD GOVERNMENT AND GOOD BUSINESS 
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la the a<taiiiistr»tloa of covexnMnt oontraots. for txaiq>le theji 

!• Are written in a buaineas rather than legal laneuaee and 
are auofa aore detailed than are the present Cost Prlncipleir^ 

. 2« ReAeot beUted aoeeptanee of nany aodern business prao- 

3« Provide tor a nsre realistic alloimnoe of certain cost 

k. ,f«mit inclusion of nax^ additional elements of cost that 
are not now allowed* 

On the other bandt the proposed provisions i 

^J^T* ***** laUtude for administraUve detemination. 
For exaniple, the introduction of phrases such ast "as are reasonSblT 
necessary" leaves much to be detemined by feoverment auditors who/ in 
the past, frequently have not demonstrated a willingness to accept 
certain nonnal and proper business practices and pxocedures. 

2. Pezpetuate unwarrented distinctions between the principles 
governing goverament contract accounting and those governing tax and 
general corporate accounting. 

3* Continue to disallow certain elements of cost which are 
an inherent part of doing business, and would disallow several Important 
categories of ejqpenditures which, under present regulations and i^lnas 
by the Board of Contract Appeals, are acceptable as items of reimburse- 
able cost. 

k* Discriminate against business concerns whose government 
business Is In excess of 2S5k of Its total volume. A cost that Is 
allowable for a contractor with less than 2$% goverment business 
should be Just as allowable for contractors doing a higher percentage 
of goverment business. ^ 

, ^* » number of blanket sUpulatlons that should be 

matters for consideration In specific contract negotiations. 

Specific Comments and Recommendations 

The Chamber* 8 comnents and reoonmendatlons on specific pro- 
visions of the proposed revisions to Section are as follows i 

^ ^ ^ 15»20O Scope of Part ^ This paragraph should be amplified 
J? tnat this part of Section W does not apply to fixed-price 

type contracts, including price redetermination and Incentive typeet 
sM that where tsontrAets provide for predetermined overtiead rates 
the prlholples tet forth eball be used only as a basis for negotia- 
ting such rates* 
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. _ Items for special consideration — ^ThA^a are a nuinber of cost items 
'^J'*/^® proposed revision of Section Xv, ASPR, continues to disallow, not 
only in contravaition of normally accepted commercial accounting principles, 
but in seeming vioUtion of the proposed revislon»s own general standard of 
reasonableness in detemdning the allowability of contract cost. \ie refer 
specifically to advertising, general seUing and distribution expenses, and 
entertainment expenses* 

Although we shall have more to say on each of these subjects in 
our specific recomnendations liiich follow, we should like to register our 
general view that the allowance of such costs should be made a matter of 
special negotiation, dependent \xpon the individual circumstances of each 
case. In general, these expenses are customary costs of doing business and 
are expecially related to the continuing growth and vigor of a business 
enterprise and as such contribute materially to the i*iole of a company* s 
productive potential. Although not pezhaps directly allocable to an/govem- 
ment contract work, the government may nevertheless be the beneficiary of 
substantially lower productive costs made possible by the volume and scale 
of operations the contractor has attained throu^Ji this type of expense* 

Certainly, there are individual contract situations (e.g., the 
entertainment of government officials) lAere it wotad be inappropriate and. 
we believe, unwise policy to allow expenses of these types as a reijiibursable 
contract cost. But to disallow categorically all of such esqMnses (with 
the minor exception permitted in the case of advertising) is, we believe, 
quite unjustifiable and clearly not in the government* s long-run Interest. 

Factors Affecting the Allowability of Costs 

We do not question the apparent objective of greater darifleation 
inplicit in the enumeration of two additional factors affecting the allow- 
ability of contract costs. We do, however, take strong exception to the 
probable results of applying newLy created tests for determination of cost 
allowability lAlch involve "the exercise of good business judgment in the 
incurrence of cost" and "significant deviations in the established prac- 
tices of the contractor which substantially increase the contract costs" • 

^ _^ , In the first place, the proposed revision retains the overridinc 
test of reasonableness, ifclch should be sufficient to protect the govern- 
ment's interest. To add a new and most nebulous criterion, the application 
of i*iich vovld necessarily be even more Inpreclse and nebulous in diaracter. 
involving retrospective review and reversal of business judgments made under 
then existing circumstances, will lead only to confusion, inequity, and a 
temptation to be uncertain in judgment In the first instance. 

In the initial award of a defense contract, a contractor's general 
reputation, management know-how, responsibility and productive efficiency are 
presumably surveyed with care. It is totally contrary to good contracting 
policy, in the interest of government as well as the contractor, to superimpose 
i^J^L^",^?'^*^ *«^<"^*y * criterion involving retroactive review of 

individual business jud^nts with respect to the incurrence of costs. This is 
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particularly true in view of the fact that a post audit is removed, and 
necessarily so, from the existing circumstances which underlie the business 
Judgment at the tiine that it is executed^ 

Likewise, we believe, the second of the factors to which we have 
called attention Is unnecessary in the light of pre-existing tests of general 
reasonableness and the application of generally accepted accotin ting principles 
and practices » We recommend, tlierefore, that both of these newly established 
standards for cost determination be eliminated from the proposed revision^ 

Use of Standard Costs 

The proposed regulation appears to be coirpletely silent on tte use 
of standard costs and variances from those costs ♦ Throughout the text of the 
ne\^ draft there is an Implication that an actual cost system is to be main- 
tained, at least for all direct elements of cost involved^ Ch the other hand, 
repeated reference is iiade to the acceptability of a contractor's standard 
practice— which may, of course, include the use of standard costs— and we 
recommend, therefore, that the use of such a cost system be expressly author- 
ized by appropriate language in the new regulation. 

Specific Recommendations 

The following specific recommendations apply to pertinent stibject 
and paragraph headings, as indicated beloif : 

Direct Costs (Paragraph 15-202) 

Revised Subparagraphs 15-202^1 and 35-202 ^2 are somewhat less specific 
in respect to allowances for reasonable overruns, spoilage, defective work, use 
of average labor rates, et cetera, than are the corresponding provisions of ASHl 
which they are intended to supplant. We recomrnend, therefore, a continuance of 
the present provisions of the regulation or an appropriate revision and e3q)an- 
cion of language in the newly proposed subparagraphs » 

In the case of "other direct costs>». Subparagraph 15-202.3, we 
recommend a revision of the last sentence to read as follows: "VJhen, however 
items ordinarily chargeable as indirect costs are charged to a government con- 
tract as direct costs, such items must be eliminated from the overhead al loca- 
tion /* (liiderscoring supplied. ) This suggestion arises from the fact that a 
single contractor may charge a normally indirect cost to a govemront contract 
as a direct cost in one factory but as an indirect cost in another factory 
depending both upon circiamstances and contract provisions^ * 

Indirect Costs (Paragraph 15-203) 

We have a nuxhber of specific comments and recommendations with refer* 
ence to the varioiis types of indirect costs discussed in the proposed revision^ 

Indirect engineering expenses .— Tlie language of this subparagraph of 
the proposed revision does not appear to recognize the position of a manufac- 
turer who sells to the government an article essentially identical to his 
reguL-ir civilian output and on which the Incurrence of indirect engineering 
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expense is taking place continually. It Is perfeetlv nns<;iM« « 

items sold to the governraentw but to deny him reljifciirsftrT«n+ +^ Tn? v, 

ing expenses under such clrcumstMces. """^^^^^ «<«t oi indirect engineer- 
amendprt yJ^J^JT^r flf*^'' sentence of this subparagranh be 

expense speclXicS^ iaent JJ^Tj^'i^' P«s«tr^4S:rl^^|e°:'*' 

- to .MlS^^^|fS^fc|^;-«^J,*^; ~ cost IS 
with ttot general observation, we reiterate oSt^^?:! V^^lJf eecordanoe 

4»estioa «rf c:IL.ly pr^bits^S^^J^S-JJ^IouS^i?' *° 1" 
a^^neraS^^fSlsI^f rob?^^^7-^^^ 

following specific revisions in the proposed language of sJbwraS^f^h 1?^09 ^ 
Fxrst elimination in its entirety of the second^fLS^e^fJS'^jSd^^g;^; 
at Jie beginning of the third sentence; second, deletion of the wo^dl «rJ5Sr 

elSlSSrr^ ?L^1enL"Sj^^- ---^ - ^^^^ 

suits in the allocation of general and administrative excensefi «,« 

arrr:ir%%?.?i?jf^T^.KrL^i:;ii5K^\^^^ 

« MorS^'SU * ""^■"rtt4?o're"^\SfaWs-?aS^J'h** 

ing practices and in addltlonrtvold any'p^S^^^^L^IHJ't'S Se°"*" 
factors specifically anuMrated. Moreoirer, it Is not eSlrely cleaTtfL 
Just hov the factors of Inventory lavela and ratios nl«ht Si?t STJ^iJfKi 
distribution of general and adidilstratlvTM^M.^ equitable 
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Applications of Basic Cost Principles and Standards to 
^elected Items of Cost (Paragraph 1^«20U) '. 

Our specific comnents and recoimnendatlons with reference to indi- 
vidual items of cost treated in this proposed revision to Section X7, ASFR, 
appear below* • 

Advertising (Subparagraph lg-gOU.l) >— .This is another of the cost 
items to wliich we have made reference in our coiraiiBnts above. The proposed 
revision to ASFR restricts the allowance of advertising cost to institutional 
advertising in trade and technical journals and to help^anted advertising. 
At the risk of appearing repetitious, we wish to reiterate that Institutional 
advertising, regardless of the media eB?)loyed, is a real cost of doing busi- 
ness, and the pro rata share of such cost should be allocated to cost-1^ 
government contracts along with other general and administrative expenses* 

This too narrow restrictiwj on the allowance of advertising cost 
appears to overlook conpletely the situation of tlie manufactxtrer who furnishes 
military items at the expense of his normal civilian business and who, during 
an emergency period, must resort to institutional advertising for the retention 
of his normal markets* 

Jn general, we en^)hasisie again that advertising, whether institutional 
or product-line, is an item of expense which should be made the svibject of spe- 
cial negotiation in determining its allowability as a govemrasnt-con tract cost* 
Specifically, general, institutional and educational advertising should be 
evaluated in individual cases In the light of its direct and indirect benefits 
to covemment business* Product advertising is a selling and distribution 
expense from which the govemnent has long derived ctenonstrable benefits in the 
form of productive capacity and should, we believe, be allowable, subject to 
the safeguard of Individual negotiation, as an item of selling and distribution 
e3q!)ense« 

Bidding Expense (Subparagraph lg-20U,3) .— The llberaliaation In 
allovrance of this type of contract cost may be more apparent than real* 3h 
almost every instance bidding expense applicable to a particular contract wo\ild 
have been Incurred in a prior accounting period with the result that the pro- 
posed subparagraph denies the recovery of bidding expense except as to expense 
of this type relating to future contracts. We recommend, therefore, the con- 
sideration of allowing as an item of cost chargeable to a cost reijifcursement 
type contract the contractor's bidding expense directly pertinent to that 
contract* 


Cafeteria, Dining Rooms and Other Food Services (Subparagraph 
l5-g0L.l4 ) ,—4/6 recommend that the last sentence o^ the propose dstSparagraph 
be deleted in its entirety. Quite aside from the question of who shall 
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determine the intent of ftumishing food services at a loss^ there would seem 
to be a clear inconsistency between this restriction and the general allow- 
ance as a contract cost of ••eirployee morale^ health and welfare** expenses by 
Subparagraph l5*2OU«10« Losses sustained in the operation of food services 
for the benefit of employees is^ of course^ no more than a form of fringe 
benefit and should^ we believe ^ be allocated to all of the contractor's produc- 
tjon, including government work^ without the necessi*^ of negotiating a special 
contract ''provision* 

Civil Defense (Sxabparagraph l$»20l4*$)» «— If as a matter of public 
policy the govemmnt desires the widespread support by industry of civil de- 
fense programs— and we believe this is clearly the case— 4re are unable to 
understand the restriction on allovrability of such costs to e^qpenditures made 
on the contractor's premises and the express prohibition against reiiflbursomant 
for contributions to local civil defense funds • Maqy government contractors 
enter actively into the civil defense programs of their respective communities 
including not only direct financial contributions but the loan of equipment and 
personnel. A categorical disallowance of costs so incurred cannot fail to dis- 
courage active participation by manufacturing conpanies in local civil defense 
programs • At the very least^ we suggest that the items now disallowed by the 
proposed subparagraph be made matters for special negotiation in the light of 
all attendant circumstances » 

Conpensation for Personal Services fSubparagraph lg^^20^.6) »^^^^re have 
a n^jrfcer of basic objections to the language of proposed subparagraph l5-20li,6. 
Our objections relate not only to specific disallowances required by the 
language of the proposed siibparagraph but to the application in this area of 
arithmetical formulae which are entirely inconsistent with the general test of 
reasonableness laid down by the regxilation for the determination of cost 
allowability • 

We assume that subparagraph a, permits reintoursesnent for Incentive 
type compensation whether of the iianedlate or deferred distribution type. How- 
ever, we believe that the initial sentence should be clarified to explicitly 
allow reijnbursement for such can;>ensation« 

The disallowmce as a contract cost of the valxie of stock options to 
contractor personnel is contrary to a growing practice in American industry 
that is, in many cases, of benefit to the government as well as to the corpor- 
ation involved^ Clearly such options are intended to Induce the continuous 
enq^loyment of key corporate employees, the retention of whom may materially 
affect productivity, efficiency and cost reduction. The cost of such options 
is recognized as a business expense for tax purposes, and although we are not 
suggesting that such costs be allowed indiscriminately for government contract 
purposes, we do believe that such items should be made the subject of special 
negotiation in individual cases • Moreover^ this express prohibition appean 
to be inconsistent with the allowance by subparagraph l5-20U.6.f of stock 
bonuses as a contract cost« 

Turning now to subparagraph d. of this important section of the pro- 
posed regulation, we note the inclusion of ••prbduction incentives" as an item 
of allowable cost and the exclusion of . "management incentives". Whether or not 
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the latter type of incentive payment may be read into the general language em- 
ployed is^ of coiirse, a matter of interpretation* We recommend that such pay- 
ir^nts be expressly allowed subject to the usual tests of reasonableness and 
normal business px^ctice^ for the reasons \*e have suggested below under owr dis- 
cussi(m of profit-«haring plans • 

We are pleased that contributions to prof it-eliaring plans are being 
given express treatnssnt as a contract cost^ We do not agree ^ hovrevever, with 
some of the restrictions written into this section of the regulation. By way of 
general discussion, it appears to us that a variety of considerations not recog- 
nized in t he proposed subparagraph should go into the determination of the allow^^ 
ability as a contract cost of contributions to profit-charing plans. The reason- 
ableness of such contributions in the light of total condensation shotad be a 
principal consideration, 3h addition, the purposes of the profit-sharing plan and 
the q\iestion of whether or not contributions of this type are a normal and regu- 
lar part of the contractor's system of compensation must be given due weight in 
every case. For these reasons, ve cannot agree with the 1$ percen tF-of -total-basic- 
coxqpensation test for general application. 

There is the widest variation in industry as ariong profits-sharing and 
stock-boniis plans and their relationship to straight salaries, and the imposition 
of an arbitrary percentage limitation of this type would, in our opinion, almost 
certainly produce erratic and inequitable restilts, Tlie determination of compen- 
si^tion for personal services is a matter for executive judgment, and we repeat 
that the reasonableness of total coii5)ensation in the light of the current labor 
market and general business practice is the proper criterion for the allowance 
of costs for personal services. 

Finally, we note in your letter of May 25 that the previous limitation 
of 75 percent of nongovernment business on the allowability as a contract cost 
of contributions to profit-sharing plans has now been modified. This, we believe, 
is a step in the right direction, particiilarly as it relates to the numerous 
companies whose percentage of government business may fluctuate from tiine to tixne 
above or below this fixed limit. Nonetheless, the ajnended language persists in 
the use of a strict percentage limitation which necessarily fails to take into 
account the general test of reasonableness under all the circximstances, Wb re- 
peat our suggestion that this is an attenpt to lay down arbiiaraiy standards in 
an area of the widest possible variation^ We think such a limitation not only 
unwise but undoubtedly productive of inequitable results. 

Contingencies (Subparagraph l5-20U,7)»~ To avoid any possible misin- 
terpretation of the provisicwis or tnis subparagraph, we suggest the insertion 
of the word "reasonably" after the phrase "an event whose occurrence cannot be" 
appearing in the first sentence,. We would siiggest also the addition of the 
following sentences "Where it can be established that a liability exists, a 
reasonable estimate will be allowed in determining the costs of the contract." 

Depreciation (Subparagraph l5'^0U»9) >^e assume that the ASPR cost 
interpretation of depreciation appearing in tM Department of Defense press 
release of May 12 has the effect of at least partially altering the inport of 
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this proposed subparagraph. Our cortnent, therefore, is addressed both to 
tiie release and to the proposed language of this subparagraph as v/e assure 
it to new be amended. 

We note from the ^^ay 12 release that depreciation allo\;ance3 
authorized by Section 16? of the Internal Revenue Code of lo^U are acc*»pt- 
able as contract costs subject to their acceptability for tax purposes and 
the further proviso that the costing of defense contracts is consistent with 
the costing of the contractor's nondefense work and is so reflected in h-is 
books of account. We trust that this e:<press provision will be speUed oat 
m detaxl xn the final publication of this proposed revision to ASFR. In 
addition to a clear statement of the allowabil-i ty of depreciation authorized 
by the new Ihtemal Revenue Code, v;e believe the rei-ulation in s\ibpar?:crarh b. 
snou3.d be reworded to avoid any possible inference that the words "consistent 
application" are intended to deny (1) the adoption of the sui!i-of-the-^'ears«- 
digits or the declining-balance method, or (2) the permissible switch" vjider 
the ne;^. Ihtemal Revenue Code from a declining-balance to a straight-line 
method of depreciation at any ttm during the life of a depreciable asset, 

.Subparagraph c denies the allowance as a contract cost of deprecia- 
tion on idle facilities. As a practical matter, a defense contractor produc- 
ing the came item for civilian and military use is unable to determine* the 
amount of depreciation on idle facilities allocable to military work and thus 
considered nonanowable. Moreover, depreciation on stand-by facilities is a 
cost factor invariably present in manufacturing operations except Ln the most 
abnormal and short-lived perio* of full capacity. As a consequence, the de- 
preciation of idle facilities is an ever present cost of doing business, and 
the allowance of such costs should be recognized by these regtilations, 

VJe sugeest finally that under subparagraph e the second sentence 
be reworded tc read as follows: "After the expiration of the emergency period 
for the facilities concerned wliere a determination of «true -deprcciatjon* Jias 
been made, the balance of the cost of ^uch facility over the amount of - 'true 
depreciation* recognized in costs will be depreciated over its remaining 
useful life and will be the only amount recognized as allowable cost, subject 
to paragraph l5-20li,12". This sugetested change has as its object the assur- 
ance of a full recovery of cost in all cases. 

Excess Facilities fSubparagraph lg-20li.l2) .— Our comments with 
reference to the allowance of depreciation on j.dle facilities apply with 
equal force to the allowance of the costs of maintaining and housing idle 
and excess facilities. These are normal costs of doing business and should 
we believe, be allowed in normal circumstances, ' 
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^tlal Production Costs ( Subparagraph l^-2Qti.l^) .-V^ recommend 
the e l l m l nation of that sentence in this subparagraph liiich reads, "In 
cases ^toere these costs continue to an unwarranted extent after the con- 
tractor has been allowed reasonable time to learn to make the product 
efficiently, Ihe excessive costs will be subject to disallowance.* This 
suggestion arises ftrooi our feeing that the real point involved is covered 
sufficiently by the preceding sentence and that the inclusion of this 
sentence is an open invitation for the substitution of a post audit recom- 
mendation in a matter that is properly one for management judgment. More- 
over, the government is at all times armed with the power of terminating 
the contract for the convenience of the government. 

Insurance and Indemnif ication (Subparagraph lg-20L.lM Tt. is 

our belief that insurance coverage, dictated by business prudence and in 
effect at the time of undertaking a government contract, is a normal 
business aqpense and should be folly allowable for contract cost purposes. 
The tot^ effect of this subparagraph is to throw the contractor upon the 
mercy and wisdom of the government in approving an insurance program since, 
on the one hand, the allowance of insurance premiums as a contract cost is 
made to depend yxpon advance approval by the mllitaxy department Involved 
and, on^he other hand, the contractor is denied recovery for any uninsured 
loss. This would appear to be another case in liilch the over-all test of 
reasonableness of coverage and rates is sufficient for the full protection 
of the government* 8 interest. ■ 

The disallowance of the cost of use and occupancy insurance, 
insofar as it covers profit, interest, et cetera, is, we submit, completely 
doctrinare inasmuch as there is no practical way of determining generally 
how much of the cost of such insurance is attributable to coverage of loss 
for profits and interest. ^ 

Ifaterlals and Supplies (S ubparagraph lg-2QL.g2 ^.-JWA have two 
specific comments with reference to this subparagraph. — 

Any generally recognized method of pricing materials issued from 
stock is acceptable for contract costing purposes provided the method is 

*if ""r^^ obtained are equiUble. Ihis provision 
of Subparagraph d is unfortanately watered down by the implication that a 

xv**^'^®^*,^?**®*" oontst-wtw and the government is required to 
•^JL**"! inventory costing. LIPO is a generally accepted 

method of inventory pricing. The results obtained from it are eqidtable 
and viiere it is consistently appUed there is, we submit, no reason for a 
special contractual agreement authorising its use. \h urge that this be 
made dear in the language of the regulatton. 

The principal etnphasis in Subparagraph f under <*Material8 and 
Supplies" is upon the use of a cost basis in the ti'ansfer of materials and 
s\q)plies between plants, divisions or organiaations under the same corporate 
control. This may be proper in some cases. If, however, a multi-plant or 
multi-division contractor has a well established plan for the pricing of 
sales or transfers between plants, divisions, et cetera, we believe that 
the operations of such a system should be recogniaed for contract cost . 
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purposes subject to the limitation^ of course^ that transfer prices so 
charged may not exceed the sales price to the most favored customer or 
the competitive price of the item from other siippliers* This rather 
customary method of pricing inter^plant or intern-division transfers is 
limited by the language of the proposed subparagraph to the sale or 
transfer of items regularly manufactured and sold throu^ comniercial 
channels by the transferor* Ve believe this restriction should be 
ellirdnated and that the present eii;4iasis upon cost alone as a basis of 
transfer should be altered by appropriate language revision* 

Overtime J Bctra Pay Shift and MuLti^»Shlft Premiums (Subparagraph 
l$»20li*25) #^«Althou^ generally unobjectionable ^ this portion of xhe pro* 
posed regulation overlooks two possibilities liiich we believe it should 
consider • First j it ignores the sitoiation liiere a man\ifacturer*s produc- 
tion lines contain identical products intended for both civilian and 
military customer 8# Under this type of operation it is^ ve believe^ 
completely impractical to require a separation of overtime premiums on 
those items intended for delivery under military contracts* 

Our second observation has reference to the fact that the pro- 
posed language fails to differentiate between overtime axxl shift presiiua 
pajnnents to direct labor and indirect labor* As an example^ Biost menu- 
fact\udng plants employ guards on a >»8hift^ 7-day schedijle* Under the 
terms of the proposed regulation it would be necessary to obtain prior 
approval for diift prenituns paid to such guasrds even thou^ the cost is 
simply a distributive charge into burden for all depasrtments* Capital 
goods companies inform us that military auditors frequently take exception 
to all indirect overtime and shift premiums* We recommend^ therefore ^ that 
the proposed subparagraph be reworded in part to read as follows! "Cost 
of overtime and shift premiums ^or direct labor is allowable only to the 
extent expressly provided for in the contract or otherwise authorised by 
the government* Cost of overtime and diift premiums for Indirect labor is 
allowable without prior approval^ if reasonable^ and the cost is allowable 
on a pro rata basis to commercial as well as goverxanent work** 

Pension and Retirement Plans (Subparagraph l$«»20U*27 )*~By the 
terms of this subparagraph^ pension and retirement plans ^ subject to the 
approval of the Internal Revenue Service^ must have such approval before 
consideration will be given them by the militaxy department concerned* 
The regulation provides further, however, that approval by the Internal 
Revenue Service does not necessarily assure the allowance of contributions 
to such plans as a contract cost by the military* The conclusion is, of 
coinrse, that the military department involved will Ipass up6n the allows 
ability of the costs of any pension plan prior to contract finalisation* 
This, we believe, is a ccnpletely inpractical requirement* 

Plant Prot^tion Expenses (8ubparapfig)h l$»20lx*g8 )*»^All plant 
protection expenses tfiotild, In otsr opinion, oe considered fully allowable* 
We have tw> objections to the segregation of plant expense stipulated by 
the language of this subparagraph* First, where a contractor is engaged 
in the performance of a number of classified government contracts at one 
location, it would be most difficult, if not ijipossible, to allocate 
special plant protection costs to each contract involved* Secondly, and 
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again Wiere a single contractor holds a number of government contracts, it 
would be lji?)ractical for the contractor to develop an Individual overhead 
rate for each of the govenunent contracts* 

Precontract Costs (Subparagraph 15-20U.29 ).— The provisions of 
subparagraph should be considered in relation to the provisions of 
Subparagraph 15-201* #32, "Reconversion Ejqpenses". Both types of cost are 
disallowed by this proposed revision to procurement regulations. It 
would seem that equity requires the allowance of one or the other as a 
necessary contract cost. . At the very least, we believe that precontract 
costs and reconversion e^qpenses should be made matters for special con- 
sideration under the circumstances of each case rather than being cate- 
gorically disallowed. 

Rentals of Plant and Equipment (Subparagraph l5-20L.3li ).-^e 
question if subparagraph b is required in this case, particularly in the 
li#it of the test of reasonableness laid down by subparagraph a. Taken ' 
together, the effect of subparagraphs a and b, as now written,"is to 
penalise coji?>anies %4iidi have sale and"leaseBack arrangenents as con- 
trasted with con5>anies holding conventional leases. We think it would be 
a rare case to find a conventional lease %4iere the rental rate was 
equivalent to •normal costs, such as depreciation, taxes, insurance, and 
maintained expenses" attributable to the facilities leased. Ve repeat 
that subparagraph a should be deleted from the regulation. 

"Research and Development" (Subparagraph lg-20U.353 l— In general 
we believe that general research on the part of industry shoiild be encour- 
aged by the government as a matter of public policy and that the allocable 
portions of costs so incurred should be allowed as a government eontraet 
cost without requiring as a condition of such allowance an agreement that 
the contractor divulge to the government the results of iniependent 
general research. 

Ordinarily the government's contribution to the support of pure 
research by industiy under cjost-reimbursement type contracts is relatively 
limited and yet under the proposed regulations the government seeks the full 
product of such research with no guarantee that knowledge so divulged may 
not be made available to others.^ The recent report of the Hoover Coimnis- 
sion, recommending a greater rather than lesser expenditure of public funds 
on research and development, sqppears to lend credence to the theory that 
any addition to the general fund of scientific knowledge is an asset to the 
National Defense program. If there are extreme cases in *hich the govern- 
ment feels obliged to require a c<ai?>lete divulgence of the results of such 
research, we recoinnend that sxieh disclosures be made the matter of special 
contract negotiations* 


"y Our views on the acquisition of a manuf act\irer» s technical data by the 
government are set forth at length in our letter of January 3, 1955, 
copy attached. 
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Once again «e find the 75 per cent non--goverment business test 
applies* The objections ne have set out above in connection with the 
application of this test to «con?>ensation for personal services" apply 
equally in this instance* By nay of reiteration, we object generally to 
the ioqposition of the fixed percentage limitation as a test for the 
determination of allowability as a contract cost* At the very least , we 
believe the test shoxild be modified as it has been in the prior case in 
conformity with your letter of May 25* 

If, as a condition to the allowance of general research expenses 
as a contract cost, the government insists upon the divulgence of the re- 
sults of such research, then we believe that the language of the proposed 
regulation requires clarification* The manner and time of divulging this 
information is not made dear* Does the language used mean that the con- 
tractor assumes an affirmative duty to supply the government with the 
results of its full research, or does it mean that the contractor simply 
agrees, if asked, to keep the .government informed? 

Finally, we are unable to agree with the exdxision trcm allow- 
ability under research and development contracts of costs arising from 
I'related research" conducted with the contractor* It seems to us that 
there is as mudti possibility of benefit accruing to a research azxi 
development contract as mi^t accrue to a cost-type production contract 
and, as a consequence, no distinction should be made as to the dlowability 
of costs so incurred* 

Taxes (SubparagraiJh l$-20U»liO) #~Althou^ we have no disagreement 
in principle, we are constrained to suggest the iirpracticability, in some 
cases, of the refunds required under subparagrajAi c* In the absence of 
performance under defense contracts at the time of tax refunds, it appears 
that the practicability of determining the proper amount of such refuxxis 
allocable to contracts performed as much as 10 years earlier is hi^y 
questionable* 

Training Expenses (Subparagraph 15-20U#U2 )*— We believe that the 
disallowance ofthe costs of training in educational institutions except 
to the extent specifically provided by contract is unnecessary and, trcan 
the government's standpoint, unwise* In many cases it is Impossible to 
foresee at the time of Ihe negotiation of a cost-type contract >*iat train- 
ing requirements may be involved. In a very real sense the benefits of 
such training accrue to the government throu^i iirproved contract perform- 
ance and net cost reductions* Again, employee educational programs conduct- 
ed by employers are by now so well established as to make of them a normal 
cost of doing business* Accordingly, we recommend that subparagraph c be 
amended to read I •Costs of training in educational institutions will be 
allowable where the program is available to all employees, the training 
period is during hours not paid by the contractor, and the cost is distri- 
buted on a pro rata basis between commercial and government work"* As for 
training programs which do not meet these specific criteria, they mi^t 
very properly be left to the discretion of the contracting officer in 
Individual cases* 
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Travel Expenses (StJt)paragraph l$-20U>lUi) >~We recoiniTBnd the eliirw 
ination of siibparagraph d which authorizes the allowance of the cost of 
premium transportation only where such costs are shown to be necessary to 
performance of the contract* We assume the word "premium" has reference to 
the choice of air travel rather than rail or to the distinction between 
diffei'ing types of sleeper accommodations. Barring wholly unreasonable ex- 
penditures— ^hich are, of course, governed by the general tests applying to 
all costs incurred xmder government contracts—this is largely a matter of 
personnel administration and employee relations, and this restriction should 
be ellininated from the regulation^ 

General Conclusions 

In concluding we should like to draw your attention again to three 
basic propositions which are implicit In our approach to the proposed revi- 
sion of contract cost principles* 

Til the first place, we consider it exceedingly iirgjortant that this 
revision be conpleted in the light of the procurement probleire existing today 
and in the foreseeable future* Procurement continues at a very substantial 
magnitude even though it is nowhere near the wartime point* There is, of 
course, a continuing problem in connection with the procurement of aircraft, 
guided missiles, etc., although no unique purchasing problems are raised by 
the procurement of the great majority of military supply itens* Presximably, 
we are in the midst of a long period of procurement of goods which has leveled 
off at approximately $18 billion per year* The same emergency characteristics 
of procurement which are incident to an all-out war effort or sudden defense 
builA-up are not present. Jfemy corporations upon which the co\antry must rely 
for great engineering know-how; Ijnaginative, creative research; and down-to- 
earth production results are now engaged, for the most part, in strictly 
conanercial lines. The government is therefore in competition for the best 
brains, the best know-how and the best facilities available in the public 
interest* Thus, the problem is different than that obtaining in an emergency 
situation,. The problem must be placed in its long-term perspective and we 
must not permit any part of procvirement negotiation to be revievrcd, revised or 
extended without addressing the problem in its long-term perspective* 

Having in mind this quick look at the problem, we believe that the 
cost principles revision shoxxld be oriented to a basic criterion or series of 
criteria which are fair to the government and to industry. We suggest as a 
principal criterion that the government should bear a fair share of tlie normal 
costs of doing business. 

Equally as inportant, however, as the basic criterion we have sug- 
gested is the procedure or negotiation or implementation of that criterion. 
Some of the contract costs with which we deal here are, in our judgment, 
clearly allowable or disallowable by any reasonable man's standard and without 
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too much debate. Qi the other hand, there is a body of costs which are not 
clearly definable because their character changes somewhat from case to case. 
We submit that In this area— In which we feel such expenses as advertising, 
profit sharing, etc., fall— the tool of Individual contract negotiation 
snould be einployed rather than regulatory fiat which will almost certainly " 
produce erratic and inequitable results* 


This concludes our comments and recommendations respecting the pro- 
posed revision to the ASPR. May we again express our appreciationfor this 
opportunity to offer our comments on such an important section of procurement 
regulations. If we can be of ai^ further assistance or if you would desire 
to discuss these matters directly with representatives of this office, please 
do not hesitate to call upon us. 

Cordially, 


PresidSnt ^ 


CWSrc 
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Rear Admiral Lo Ho Thomas, SC, USN 
Staff Director 

Purchasing and Contracting Policies Division 
Office of the Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon 

Washington 25, D. C* • 
Dear Admiral Thomas r 

The National Security Industrial Association greatly appreciates the opportxinity 
to review the proposed revision of Part 2 of Section XV of the Armed Services Procurement 
Regulation, dated March 23, 1955^ Because of the vital interest this draft has to the 
members of NSIA it has been intensively reviewed and o\ir comments are submitted in the 
expectation that they will receive serious considerationo The enclosed comments have 
been prepared by the Accounting and Auditing Task Committee and have been reviewed by 
the NSIA Procurement Advisory Cornmittee, which consists of 156 members, representative 
of American industry, both large and small, and of every major segment of suppliers to* 
the Military Establishment© 

It is the very frank opinion of all members of the reviewing committees that 
the proposed draft revision is so drastic and contains so many objectionable features, 
that it should not be released until there has been a full and complete across-the- 
table discussion between representatives, of the Department of Defense and of American 
business as to the basic principles involved© 

It is apparent that wherever the draft adheres to cost principles some encour- 
aging and constructive progress has been made. The proposal has liberalized the treat- 
ment accorded contributions and donations and it now specifically covers a number of 
cost items which do not appear in the current Section XV of ASPR^ The inclusion of the 
latter, however, merely represents a formal recognition of costs which have been re- 
cognized as allowable in the paste 

The proposal falls far short of following "generally accepted accounting 
principles and practices," even more so than the current Section XV^ An. unjustifiable 
disinclination on the part of the Government to share in the normal costs of doing 
business, from which the Government derives clear and demons tr a table benefits, still 
pervades this draft. Most of the expenses in the tmallowable categories are normal 
and regular costs of doing business and they, as well as those costs which can be 
directly allocated to a particular contract, contribute to the productive ability of any 
business enterprise. All of the enterprise's customers, including the Government, share 
in benefits which derive from a firm's productive capacity and efficiency and these 
benefits are no less real because they are indirect. 



The failure of the proposed draft to recognise "generally accepted account- 
ing principles" is pointedly indicated in the following respects r 

(1) The draft would require the imposition of hindsight judgment of military 
audit personnel in reviewing the reasonableness of management decisions* 
The clue to this is set forth in Section l5-201.b(iii) This provision 
should not be made any part of a document used for cost de termination • 

. (2) Throughout the proposed draft there is interjected a requirement that the 
auditor evaluate the equities of the situation, in addition to his usual 
function of measuring the reasonableness of the amount and the proper 
allocability of the item** Section X7 should be limited to indicate types 
and amounts of cost which are or are not allowable in cost type contracts 
and it should not be made an audit manual for the various services • 

(3) In the treatment of compensation for personal services and research and 
development expense, the Section arbitrarily discriminates against con- 
contractors with more than 2^% government business o If the specific cost 
items are reasonable in amount and properly allocated to all of the 
contractor's business, the cost item should be an allowable cost, rec;:ard- 
less of the degree of government business© The proposed procedure would 
discriminate particularly against small business and against the indivi- 
dual employees of any company x^ith more than Z% government business • 

(U) In the attempt to "define, delineate and clarify cost determinations 
of individual items," the draft has entered into a detailed treatment 
which apparently is an attempt to cover peculiar circumstances of 
"special cases" this results in arbitrary, unilateral and artificial 
determinations of allowable costs which is not consistent with sound 
business practice and is very unfair to government contractors « These 
unjustified and inequitable restrictions and limitations appear through- 
out the draft of which the paragraph on compensation is a glaring example • 
It would be more logical and equitable to cover these special situations 
at the time of negotiation of original contract terms© 

(5) In many cases the determination of allowable costs has been conditioned 
upon authorization by special contract provision or by written author- 
ization of the contracting officer, which is wholly unsatisfactory and 
unrealistico This would involve special negotiations on individual items 
which would not only be time consuming but also costly in contract 
negOLiations. 

The draft also fails to cover certain subjects contained in the present Section 
XV including the use of standard costs, the use of predetermined overhead rates, moving 
and rearrangement expenses, relocation expense, subsistence and housing of employees, 
commissions of bona fide sales representatives, and the cost-sharing of research projects 
with educational or other non-profit institutions. 

In the attached report the members of our Accounting and Auditing Committee 
have treated each section individually, setting forth first their comment regarding 
the ^Section and suggesting where applicable. a proposed revision in which deletions are. 
indicated by strike-outs and new material indicated by underlining^ 


While an effort has been made to state the position of the committee and 
its reasoning in each section of comment, we firmly believe that it would be highly- 
desirable to schedule a Joint industry-military conference for discussion of tne 
basic principles involved and the treatment of individual items o We strongly 
reconimend that this be done and are prepared to send representatives to such a 
meeting. 


Cordially, 



Frank !• Fuller 
Committee Executive/for 


Paul Ao Reck 
Chairman 

National Security Industrial Association 
Accounting and Auditing Committee 
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Rear Adndral Le He Thomas, UaSoN« 
Staff Director, Purchasing & Contractixig Policies Division 
Office of the Assistant Secretary of Defense (S & L) 
Washington 25, De Ge 

Dear Admiral Thomas t 

We appreciate the Invitation to submit comments 
on proposed revisions to Part 2, Section XV, of the Armed 
Services Frocur^nent Regulatlone This response takes in* 
to account your original letter of April U, 1955, &nd 
your subsequent letter of May 25 extending to June 20 the 
deadline for submission of Industry comments on this pro« 
posed changse 

General Comments 

Before considering the specific provisions of 
this proposed revision to ASPR, we should like to discuss 
the revision generally with emphasis upon its total effect 
and upon certain broad principles of procurement i^ich are 
involved in the proposed restatement of cost principles 
applicable to cost-reimbursement type contracts e 

Resultant Improvement in Proposed Regulations * 

In general, the proposed revision to Part 2, 
Section 3CV, of ASFR appears to be an iiiprovement over the 
present regulatory language >iilch it is designed to amend. 
The proposed amendment is well written, generally clear in 
its language, and is to be commended for its Inclusion of 
certain contract cost items not heretofore specifically 
covered in procurement regulations e Moreover, we find 
useful the new pattern of the regulation ^Ich includes as 
to each itesi of cost a definition, a statement as to the 
extent of allowability or unallowabillty; and a specific 
indication as to whether or not special contract provisions 
are required to make the item allowable as a contract coste 

Wb ask that you express our appreciation for this 
improvement to the government officials participating in 
this effort to revise and expand this section of basic pro- 
current regulations lAilch has a direct ijqpact on the pub- 
lic Interest and is therefore of the gravest concern to 
both Izxlustry and govemmente We should like to point out, 
however, that the pTOposed revision represents ozily a start 
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In the direction of a new approach to contract cost principles, airi we hope 
that our specific suggestions will provide some bench itarks for further re- 
vision prior to final publication* 

Scope of Application of Proposed Contract Cost Principles 

Vfe note from your letter of April U the view of the Department of 
Defense that the provisions of DOD Instruction No# Ul05.ll (liiich specifi- 
cally cancelled permissive authority to enploy ASPR cost principles as a 
•working guide* in the negotiation of prices under fixed price contracts) 
together with this proposed revision are sufficient to meet the objecUons 
of industry as to past misapplication of such cost principles to negotiated 
fixed price contracts # We should be inclined to agree were it not for one 
circumstance liiichj in our ^Judgment, requires further clarification* 

It is our understanding that military audit agencies continue to 
be guided by an internal audit instruction (Joint Letter No* 12, August 5, 
19U9) authorizing the application of Section XV, Cost Principles, in the pre- 
paration of advisory audit reports and the segregation of costs in accordance 
with the prescribed audit format. Although the publication of DCD Directive 
lao5#ll is an entirely appropriate step, it appears to have been addressed 
primarily to contracting officers and contract negotiators rather than audit 
personnel. Accordingly, we urge that the proposed revision of Section IV, 
ASPR, be escpanded to include—under **scope of part*~an express prohibition 
against the use of cost principles laid down therein in connection with all 
jiiases of the negotiation of fixed price contracts including audit review* 
Vfe recommend further that internal audit instructions of the Department of 
Defense be appropriately revised for the purpose of calling this prcAibition 
to the particular attention of military auditors* 

In this connection, we feel obliged to remind you of the Institute's 
view that, all too frequently, in establiahing procurement policy the subject 
of audit is ignored and the procurement policy established is contravened by 
audit practices* Our views on this subject are spelled out in more detail on 
page 16 of the enclosed copy of the MUTC statement entiUed, "The Government 
Contract-flow to Use it MDSt Effectively in the Public Interest*. 

ASPR Cost Principles vs. Qenerally Accepted Commercial Accounting Principles 

Although this proposed revision to ASPR makes frequent reference to 
the application of generally accepted accounting principles and, indeed, 
establishes siKsh application as a standard for the determination of cost 
aUowability, the principles proposed, as in the past, do not in fact agree 
with general commercial accoxmting practice in many important respects* Cer* 
tain expenses, generally considered to be normal costs of doing business, 
are expressly disallowed by these cost principles • 

Quite aside from the illogicality of employing as a test of cost 
eligibility a standard to rfiich this i*iole body of cost principles does not 
itself adhere, we believe that this ixujonqpatibility of military contract cost 
principles with cojnnercial accoxmting practice is frequently inequitable, 
uneconomic from the over-all standpoint of the government,, and, in some 
measure at least, vhoUy unjustified* 


IS«2ai Baale Prtnftlples «nd StaPdMPde 

<b) SnbtMtloM (Ui) and <!▼) of this pan^npb should \m 
deXetad baeauM th«gr tand to saeond-gnaas tha eontraetor. In aalaetlng 
a eontraetor tha govaraaant indieataa Ita intant to ralj on tha aon* 
tractor's jud^aant and abilitias* Xhareaftar^ tha aUowabiXity of costs 
Incurred should ba basad on tha othar factors listad in subsactlons (1). 
(U) and (▼) of this paragraph* 

15»202,2 Direct Labw ^ This paz«graph provides that tha oost 
of direct labor includes "salaried and wages spacifieallj idantifiabla 
with and properly chargeable to" parfoinanca of tha contract* Z prasuaa 
the word "salariad" should ba "salariaa." <»ut nora iaportant* this 
of langnaga places too aucb of a burden on contractors in pioving their 
costs because^ in this instanea» It astabliahas two standaids of allow- 
abUity that ntst ba mat. It should be sufficient if tha itea is properly 
changeable to tha nork in accordance with proper aocounting prlaeiplaa* 

1S»203 Indirect Coata 

(b) Tha fourth sattt«nce« baginnihg with "ai^ aignificant 
change* is unnecessary and confusing and should be delated* It 
also should ba nada olaar that salection of the most appropriate method 
of allocation of audi costs is not left to tha auditor* 

15-203.1 fPjjfot Manufa cturing and Production SxDena«a The 
'•»»f* »«ntance of ihis paragraph dhouU ba rawoxtlad io wladi "Tha 
contractor may dapartmentallae or otherwise establish cost canters la 
order to distribute ^equitably tha indiract costs." 

15-203.2 Indiract Engineeri ng Bxpenses - Delation of tha saoond 
wntance/flrsi paragraph, \Sdar t£Is heading is recommended b^causatba 
apecific engineering acUTitias aet Ibrth in this paragraph araaot 
unifoMiy treated as engineering acUviUaa throughoutlnStaatw. In tha 
UlSiif* S^i!^ J* retained, tha wonls -or •xoToih^r^^Siing 
acUvitias" should ba added to tha and of the aantanoa* 

5* rjwitUai to recognise tiui minimum maxjceU^^sts reUtadto tha^onr 
tractor's govanaent business should ba allowa^ becattsTSS oftan^aJT 
nacassaxy costs of doing business with ^v^.tmmX^ ^ ^ 

^^P^*^9^'^_'^ ^*"<"< 'trativa to«ses In tha saoond 
JSSH: rS^J^PfT^ oquliable results*^ tiieraby SiaSd- 
should be delated and tha words "prorided the method confo^ 5tb 
£SJS Jr^JS^^ principles" should be subsUtutad. Tha 
wording of tha third and four aantaneas is not olaar and might widuly 


taphuise the factors lUUA UA restrtet the Auditor la tlie eocereise 
of hia 4ttd«nent; Xhefefore^ it U rerommended that the^ be deUted. 

15«203;S ^^•J^^.^T Allo oattoo of Indlreet Bxpenaea - Thia 
paragraph should be reviaed to reeofinise iKe baae period eS^ad br 
the contractor* s aceountine system, Ihe general criterion should be 
idiether or not the period enployad* «hw ooaibiaed with the Method of 
allo c ation, is equitable to both parties; 

• * 

lS-20li.l Advertising - Although advertising expenses aay not 
be direcwy related in every instance to a particular govennent eontnet. 
it is quite probable that the govemnant nevertheless nay be the bene- 
fieiaxy of lower costs of production which an nade possible by the 
volune of business the contractor obtains by aeans of his advertising* 
In several instances, the proposed riivisions recognise the principle 
that certain Indirect costs required to keep the business of a cogpany 
going are allocable to govexnaent eqntracta* thexvfoxe^ it is stroSy 
reconmended that insUtutional advertising expenses — designed to pro. 
note the name of a company rather than one of its products ~ be con- 
sidered a reinburseable item. On an allocated basis. It also is reeonnended 
that there be added to the two tarpes of allowable advertising costs: (1) 
Invitations for submitting bid proposals by prospeoUve subcontractors 
and vendors, and (2) Conpunity advertising {daced with local nedia 
primarily to stimulate production and to promote emloyer-eimlQyee and 
eiqployer-eoinmunity relations. 

^ 15"201i.3 Bidding Expenses It is oonoelYdAe that a question 
"^y arise reiaUve to aUowable costs Incurred in connecUon with the 
presentation of bid InfomaUon. It therefore is felt that insertion 
oT the words "and presenting" after the word "preparing" in the first 
sentence and after the word "development" in the same sentence wiU 
clarify the Intent of this paragraph. There also is need for darifica* 
tion of the prohibition. In the second sentence, on charging past bidding 
expenses by allocation. In almost every instance, biddiS^.^e JoSf 

**** fff^^ chargeable to the goverSnnontra^t. 
*hl8 prohibition In effect denies the recovery 

i?!».??^"f ^ exc^t aa addlUonal bidding «^nse on future con-^ 
tracts night be incurred during the accounting period chargeaSTto the 
government contract. Mto also wonder whether it^s Intended that bidS?„a 
expense be allocated to "all business of 1*e contrac^J^f^^i^ 

contJSStJ!. " ^^^"^ " '^'^^ ^ ""^ bisinesrof 


-v,« 1^ „^^r^4^,^^ Defense — The Ust sentence of this subsection 
should bedeieied. Because of the changing situation in civU SSSSJ 
it is possible and even probable that a contractor may be placed tTSi 
^Jiiih"«' ^'"'^"f °??P««*** local govemment'^authSiSSs^y 

^i;^/'*^^*??*^*^^'' ^ ^^^^ project for the 

good of the commmlty. Such an u^pense shoad be an allowable item of 
cost even though it may not be speiUically provided ?or to Se cSS^Lt, 
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, 15;20t4«6 OowpensaUon for Personal Seiviceg —The major ehort- 
«^ oi' this deUlle d and 8om;»ihai confusing poriio n of thTSeotSS W 
revisions is its reflection of the unsound principle that compensation 
for personal services, whether imedlate or defexred and wheSeTin 
cash, stock or other property, should be llMted by any aAitrarjr cri- 
teria such as a percentage of base compensation or the extent of a 
J^lSlfit''h.%^r'!?*?^ o^^her yardsUcIc not only is 

l2iMfi?J i tJiscrindnatory. The only proper criterion should be that 
established by the federal tax laws and genena business pracUce! 
namely, that the compensation be reasonable, under aU thS circSIStancea 

deletton of sub-paragraph (3) (e) in its entirety. 

We also recommend deletion of sub-section (e) on Pap*» navj ^t^u 
disallow, as an item of cost, the coH of Spuin^^tJ gi^e ^ 
of the contractor corporation. The Board of Contract AppeaS^JuleT 
that these costs are allowable. Furthennore, many coiBpSieThaJ^ ftouS 
that programs of this type give an employee theTJeJ^^ SorSIL^^ 
Sh^J^ln^t^^^f'^^^Sr* thereby^oSrage continuity of ^^i^J 
ttl^^ S"* ^ '•fleft^d in lower pxx>duction costs d custSeS^ 
including the government. —wnw^i 

- « A third objecUonable feature of Paragraph 20U.6 is the failure 

JS/?S?fli!?'p^''' "^'i deteminauon purposesf the car;yovJr mtwinf 
the Internal Revenue Code. (<>ub-section 2-U, Page 1510.) 

-J.-.iULilf Contributions and DonaUons Insert comma after 

of Secti^f "ffl*^ ^f^Prf f^^^^i " «ajor deficiency of this portion 
Sup r^ii t» take into account the new IntexSl Reve- 

J??sX V^ni rtir^*"^"?! "^^^ ^^^^^^ depreci^SJ; Z'Ub 
inS^m i ^ ^2 Defense Department announcement of an 

i^^?I^f.^^ .^1^'^''**!:^^" paragraph (15-602) that embodied the rSid 
?? inT^J is essential that paxigraphr 

i^v1°LV?o' ltT2X^'^^'^ '^^r ^ P^^lication^f^lhrfLal 

♦w., 15-20ji.lO Employee Morale . Health and V^fur^ The lansuace of 

P;'-agraph may be subject to I resiricted inteipre tation ^1^1^! 
meat administrative and audit personnel because of the v«.iv iZsf!w v 
Of examples that are cited in ?he secoid sSw! ^ol^^i^^SJ^!'' 
that could be cited are bond purchasing plans, length-offserJicnwSdJ 

gragrap lf«^^^^^^ ZlTd.r^\t^;,l%^^, 

f S'^^J^^* ^ disallowanc^ if thereon- 

tinue "to an unwarranted extent" would appear to invite controversy^! 
particularly when there is no definition of "unwarranted?" 


Adm. L. h. Ihonas - 6 


L^rf-f [. ^""^^^ lnd«mnifi^«tt^n This entire section 

_i Wat allowance or coets will be predicated very larT-iv nrv»« 

prior approval by the government of insuJancTco^iI^r sS^JX 
approval is i«pracUcal to obtain diulng SSJrSS SfoUatJSSaf^e 
insurance coverage dictated by co«on iSsiness prudSce InTS efSjt 
^id^SJoiS^bS'aSSoirin^r^^ ^« • busi;;eS'eSeL?^' 

JStalLnTol SjrlS:rra"te^':^^^^^ the. 

of explnse uSallovi,S\^J^tJ2 IJit^? ^^^^ 
completely impra^a JS^hrbuLn^^aSse to%Je''?i*l''"'^ * 
detemining how much of the coat of ^ practical way of 

coverage of pn,f it and intJrSn. insurance is attributable to 

there may be^?ist^^^'£:S^'°" "Jralfo^'^^^^ "^^^^^^^ that 

under thj tenns oTJ JoSJIJt^SSrjw h W f ^^6**«f deliver 
surance on governmentHJwned dj^^/.^ hljnself in a position where in- 
sential to his o^Srot^tloS "^l!^ «nanagement would be es- 

by the governSeS?? Protection - regardless of whether it is required 

invite misinif^,^"t?fn!*'*iru 1! w'iJ''"^" subsection could 

protects againlt^oSti^Siit ioiJeJ. ^^^^P^^ of insurance that it 

and in this ile:iSr^i3jr Je?^^^^^ P*«^aph 

15-201^.22 Mat erials and .Snp pH^- 

-In conputing*itJJi2: ITbU, c^Sijid^JSL^^'Cllf^^h 

overruns, spoilage and defective wrkf« " ^ ^ reasonable 

period after^l SS^'SIlSC.JJeT.tS a^'o'L^^ISr '^^^'^^^ 
discounts in the final sent«»«« «#• ♦k4 comma. The reference to lost 
•hould be modified^pwJirSa? • '"bsection is too strict and 
for failure to tSe caJHiL^S^L^^*'*'"*:**^?''' ^« ^^^^ 
quate system for processing rnrrLri'??."? .f*^«d to have an ade- 
discount was lost due to nfglilw^rof Jhl ^ ^«ount or unless the 
hiring or retaining ineffJcSitlllSiJJeJl! ^''^ '^'^ contractor in 
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(e) The flat disallowance of "wrlte-dowis" of values, as 
stated in this subsection, is inequitable because it is an accepted 
accounting pracUee to recogni«e that due to technological advances 
engineering changes, defects, shelf -wear, etc., 100 percent utiliaal 
tion of stock inventories seldom with be realUed. 

4.4 ^ * sentence of this subsection should be modi- 

fied to pemit the inclusion of "handling and puxvhasing costs." 

15-20b,27 PENSION AND RETIREHEMT PLANS 

sentence of this subsection is inconsistent 
with the current Treasury Department position and requires ejqOanatSn. 

^ (b) The requirement In this subsection that the militarv 
pass upon the allowability of aU pension plans prior to wntreet fiL 
lization is impractical. It should be modified to rJsSi^iSJiaS^" 

^J'***^ approved by the Internal Kevenue &er?ice 
to "consideration of cost and allocability." wxTrxce 

iu^ ^® sentence of this subsection should be 

deleted for the same reason deletion of paragraph 15-20L.6a was Leon. 

^ttL l:"^ f f Sr^*** «feainst^co4aS?« SiS gSJeSSeST 
business in excess of 25» of their total volume of business. 

« subsection should be modified to require compliance 

?J^ii?«rrT''^r.P~''^*^^"^ Intemal Revenue Code wUh JespeJt 

to pension and retirement cost determinations. respect 

classifiprf wor^ ♦h!^ clearing personnel to handle 

Classified work, the acquisition of special cabinets and safes for 
storage purposes, eto., as required bf many defensrcXiStsf 

this sub section appear to be cont^^di ctog! S^Jui^be revSeT °' 

further to make it clear that such costsldll be allowed whenitooritv 
therefor is specifically set forth in the contract. authority 

J-5-20U.3 1 Profits and Losses on iiisposition of Plant Fn«<T«.««* 
or Other Capital Assets - !Che ^at exclusiS S sacfpSiy S^^''"- 
losses cannot be justified. This subsection should be Sied^ 
SS« or^r from contract costs - except to the extlnrSfilu^S 
Kess ^'^'^'^ depreciation on assets acquired for gove^SSent 
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1, ^5-20U.32 Reconversion Lx^n>,mn This subsection limits the 
allovrable coslj U, tiiose reiaUd G ifee nwoval of govenaentTro^rtJ 
^ specifically pxwided for in the cStraetT It^S 
be modified to recognize that most expenditures of this ty^e are^t 

"^^^t^o^A S"'}?^" government «ork whiSi^cSLned 

Sj:;tmJnt*ira W ^'"^^ ^ "^^^^ 

1S-20U*35 Research and Developaent 

^v. ♦ General Research - This subsection should be revised fur- 

eliminate the stipulation that a contractor must acrerS 
^illi?K*J fesults of any independent general re- 

search before the costs of such research can be considered a relmburse- 
able item, ^he govemnent should be enUUed to such information only 
insofar as such researph is applicable to the contract^SJed! ^ 
Further revision of this subsection also is necessary to delete the 
^itS^if expenses shaU not be allowab2 f^r co^l 
S*ihrclnSi?t?^ "^'"^"^ - specificall^^^SS^rlsed 

of P».»«. «i,^Trar-§P^^2^ ^« sentence of this subsection 

x>-ifou.35 Should be revised further to specify that no 
portion of such research will be allowable under cost type research 
c'ntJn?'"'"*'*' """'"^"^ specifically pn,vlded'forTtJf 

to ^""^ paragraph also should be revised further 

i^riods^iiS L'Tr*''*^ i"°«rred in accounSng 

periods prior to the award of a contract wiU bb aUowed "oniv ♦nf 
extent specifically authorised by the contiict." ^ 

Sincerely yours. 


2003/2329 


Theron J . Rice, ^ifanager 
National Defense Department 


WESTON ELECTRICAL INSTRUMENT CORPORATION 
NEWARK 5^ NEW JERSEY 


June 20, 1955 


Rear Admiral L*, He Thomas^. USN 
Office of the Assistant Secretary 

of Defense (Supply and Logistics) 
The Pentagon , 
Washington 25^ Do C. 

Dear Admiral Thomas? 

Attached is a statement cf comments prepared by the Government 
Contracts Committee of the National Association of Manufacturers upon 
the draft of a proposed revision of Part 2, Section XV, Armed Services 
Procurement Regulation <» 

We coiii)liment you and your staff for developing this draft for 
industry's consideration o We are all well aware of the difficulties 
encountered In its preparation and though we have certain serious objec- 
tions to it^ we consider the development of this new draft a major step 
toward finalizing a substantially better set of contract cost principles 
than those in effect todaye 

We firmly believe^ too, that the Office of the Assistant Secre- 
tary of Defense (Supply and Logistics) is the proper organization within 
the Department of Defense to have primary responsibility for improving 
the existing contract cost principles inasmuch as the basic issues have 
a procurement policy character, overriding in importance the related 
technical accounting aspects o 

We also want you to know of our appreciation for having the 
opportunity to submit these comments and our readiness to be of assistance 
to you whenever you may wisho We would welcome the chance to discuss the 
whole subject with you at your convenience o 

Sincerely, 

(s) Ross Nichols 

Ross Nichols, Chairman 
Government Contracts Committee 
National Association of Manufacturers 


NATIONAL ASSOCIATION OF MANUFACTURERS 
GOVERNMENT CONTRACTS COMMITTEE 


STATEMENT RE MARCH 23, 1955 DRAFT OF 
PROPOSED REVISION OF PART 2, SECTION 
ARMED SERVICES PROCUREMENT REGULATION 


Our views are broadly divided into General Comments and 
Specific Comment So In the fomier category, we consider the following 
two fundamental issuesg 

lo Proper Application of the Proposed Contract Cost 
Principles o Contract cost principles are an 
important tool in contract administration, but 
instructions for the use of this tool are lacking o 
Past and present experience with the misuse of the 
cost principles indicate the need for firm ground 
rales goveminjg their useo 

2o Extent to which the Department of Defense Will Pay 
Its Fair Share of the Contractor's CostS o Arbitrary 
disallowances by the Department of Defense of some 
of the contractor ''s true costs are not consonant 
with sound business practice*, 

In our judgment, these two issues override other considerations o They 
should be faced up to and clearly disposed of as a matter of first 
priority in the total undertaking of revising the existing contract 
cost principles o 

Our views on these two issues imderlie the observations which 
are set forth in the second part of this statement under the heading 
of Specific CommentSo Here we indicate our thoughts on specific 


paragraphs and language of the proposed revision 
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GENERAL COMMENTS 

Proper Application of the Proposed Cost Principles 

The merits of contract cost principles cannot be weighed apart 
from the manner in which the cost principles are used. The question of 
what cost principles say is, to be sure, logically distinct from the 
question of how they are used. The reality of the matter, however, 
demands that the two questions be treated as inseparable* For years now 
Part 2, Section XV, ASPR has asserted that the cost principles therein 
are for use in cost reimbursement type contracts, and for years the cost 
principles have been applied to fixed price contract situations so as 
virtually to transform fixed price contracts in many instances to cost 
type contracts • 

A bulwark against this undesirable trend in contract admin<» 
istration has been established by Department of Defense Instruction 
lilOSoll (November 23, 195U)o However, this single instruction is not 
enough by itself to reverse a long-standing practice of treating price 
revision negotiations as though they were on a cost basis* Military 
auditors, for example, are still under Joint Letter Noo 12, which 
occasions the treatment of fixed price contracts as cost type contracts 
by eii?)hasizing the use of Part 2, Section TJ cost principles in fixed 
price contract situations. 

The point is that no matter how sound these cost principles may 
be, they should not be used to derogate contract pricing negotiations to 
a formula basis whereby price is essentially determined by adding to- 
gether allowable costs and a profit allowance. There is need for specific 
Instructions delimiting the use of these principles, distinguishing between 
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two entirely different kinds of contracts — the fixed price type and the 
cost typeo In the absence of such instructions, there is inadequate 
basis for assuming that the cost principles— regardless of their content-- 
will not continue to be misused in pricing proceedings pertaining to fixed 
price contracts • 

These instructions must not only be controlling over the pro- 
curement line of command, they must also be binding upon the audit line 
of commando Indeed, the whole issue of the proper use of cost principles 
is wrapped around the relationship between military buyers and military 
auditors*, The proper relationship is one where the buyers have the freedom 
of decision for determining when and the extent auditors are needed and 
how their findings are usedo Similarly, as auditors are in a service role 
to buyers, they should not be placed in a position of dominating or second 
guessing the very ones whom they are supposed to serve. It is submitted 
that if the buyer-auditor relationship were better defined, much of the 
misuse of contract cost principles would be corrected. 

Our recommendation, therefore, is that the revised statement 
of cost principles should be accompanied by well-defined instructions 
delimiting their applicability. Such instructions, which should reflect 
the above considerations, might be set forth in an expanded Paragraph 15-200 
or in Part 1, Section XV. In any event, the cost principles should not be 
released without adequate guide lines as to how they should and should not 
be used, otherwise the same old abuses of the past may be expected and the 
opportunity for accomplishing a major improvement in contract administration 
will not be realized. 
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Extent to Which the Department of Defense Vill Pay Its Fair Share 
of a Contractor's CostS o 

Our standard for measuring the validity of the several paragraphs 

reciting allowability or non-allowability of contractor costs is stated 

briefly as follows 2 

Unless there is overriding public policy to the 
contrary, the Department of Defense should pay all 
of a contractor's costs which are allocable to 
Department of Defense business in accordance with 
generally accepted accounting principles as may be 
reasonably applied to such business o 

This is simply recognizing that the Department of Defense should pay its 

fair share of the contractor's costs* Anything less is unsound business 

practice a 

General rules arbitrarily classifying legitimate costs of a con- 
tractor as unallowable for purposes of contract pricing are by and large 
inimical to the proposition that the government will pay its fair share 
of costs o Whereas tinder a reasonable allocation of costs to government 
contracts the government may veiy well not share at all or share to only 
a very limited degree in certain costs, the absolute disallowance of 
legitimate costs from ai^ consideration regardless of their allocability 
to government contracts is detrimental to the full and proper use of cost 
type contracts. The revised cost principles should shift the emphasis 
from the question of what is allowable to the question of what is reason- 
ably allocable o 

Since varying circtimstances defy the application of inflexible 
rules and since sound accounting practice is open to differing judgments, 
appropriate allocability of certain costs in a given set of circumstances 
might very well be expected to be a subject about which reasonable men 
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might disagree o The resolution of differing opinions in such circumstances 
should be regarded as a matter of negotiation between the contractor and 
the contracting officer within a broad fraraewoiic of good accounting 
practice and fairness o This approach toward handling cost allocation 
questions is in keeping with the reality that cost allocations in many 
instances cannot be determined with scientific exactitude and are not 
properly the subject of arbitrary ruleso 

i5»201 - BASIC PRINCIPLES AND STANDARDS c Reference to the 
exercise of good business judgment as a factor in determining the allow- 
ability of costs is repstiti"v'e of the test of reasonableness and invites 
second guessingo Accordingly 5, the reference should be deleted* 

Provision should be made to recognize standard costs and 
associated variances whenever their use is consistent with the contractor's 
accoiinting practice o Such costs are the equivalent of actual costs* 

15-202 ol « DIRECT MATERIALS o Costs of reasonable overruns, 
spoilage and defective work should be provided foro 

l$«202o2 «= DIRECT LABORo Use of average or standard rates if 
such is in keeping with the contractor's established practice should be 
provided for© 

15«203p3 « SELUNG AND DISTRIBUTION EXPENSESo The broad state- 
ment that these expenses are not generally allowable is unfair* The 
proper approach is to indicate that the government should pay its share 
of these ordinary business expenses to the extent that they may be 
reasonably allocable to government contracts o 
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l$«20Uol - ADVERTISINGo The severe limitation upon allowable 
costs of advertising is imfairo The proper approach is to indicate that 
the government should pay its share of these ordinary business expenses 
to the extent that they may be reasonably allocable to government contracts o 

15-20^0 2 - BAD DEBTS e The flat prohibition of allowing bad 
debt expenses is unfairo Again, the nonti of reasonable allocability 
should prevails This is particularly pertinent to bad debts in connec- 
tion vjith subcontracting o 

■ I5-20I40I4 - CAFETERIAS, DINING ROOMS AND OTHER FOOD SERVICES* 
The limitation upon the allowability of these ordinary business expenses 
when the subject seindces are intentionally furnished at a loss is 
unwarranted* 

l5-»20iio5 - CIVIL DEFENSE o The exclusion of contributions for 
projects not on contractor's own premises is xinreasonable • Effective civil 
defense cannot be localized to individual plant sites o 

15-20U06 - COMPENSATION FOR PERSONAL SERVICESo The arbitrary 
percentage limitations provided as tests of allowability of certain costs 
should be eliminated in favor of the standard of reasonableness • 

I5«20lio7 ~ CONTINGENCIES. The blanket disallowance of contin- 
gencies is unrealistic « When a liability exists, a reasonable estimate 
thereof should be permitted* 

l5«20Uo9 « DEPRECIATION o As a matter of consistent accounting 
procedure and good business practice, depreciation recognized by the Inter- 
nal Revenue Service should be allowed* Double standards are undesirable* 
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l5-20Ucll - ENTERTAINMENT EXPENSEo Unless there is an overriding 
public policy to the contrary, entertainment expenses reasonably allocable 
to government contracts should be recognizedo 

I5-20U0I2 « EXCESS FACILITIESo The proposed basis for allowing 
costs of maintaining and housing idle and excess facilities is too narrow. 
The government should share an allocable portion of the contractor's costs 
for carr;,rlng idle and excess facilities which are reasonably necessary to 

his operations a 

I5«20iiol5 - INITIAL PRODUCTION COSTSo Provision for possible 
disallowance of excessive initial production costs should be deleted. 
If the government does not choose to pay costs of a contractor under the 
indicated circomstances*, it should terminate the contract « 

l5-20i4ol6 « INSURANCE AND INDEMNIFICATION o Intrusion of procure- 
ment agencies into areas which are management functions through approval 
requirements should be discouragedc The' test of reasonableness of coverage 
and of rates is sufficient o 

I5»20i» 0I7 « INTEREST AND OTHER FINANCIAL EXPENSESo To the extent 
that these expenses are reasonably allocable to government contracts, they 
should be acceptedo 

I5«20ito20 - MAINTENANCE AND REPAIRSo The allocability of de- 
ferred maintenance expenses to goverriment contracts should be a matter of 
negotiation between the contractor and contracting officer* The stipulation 
that these expenses are allowed only if they are covered by a specific 
contractual provision is imduly restrictive© 
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l5-20lio35 - RESEARCH AND DEVELOPMENTo Arbitraiy percentage 
limitations provided as a condition of allowability of costs should be 
eliminated*, The rule of reasonableness should applyo 

Similarly the requirement for a contractor to divulge 
to the government the results of his independent research should be 
stricken e The requirement is unfair o 

I5°20iio36 « ROYALTY PAYMENTSo To the extent allocable to 
government contracts^ royalty payments should be recognized wiliiout 
special approval action o 

l5-20Uo38 « SEVERANCE PAYo It is impractical to establish in 
advance a fixed method of allocating to government contracts the costs of 
mass severance payo The basis of allocation should be open to negotiation. 

l5-20iioU2 » TRAINING EXPENSES. The provisions are unnecessarily 
restrictive o The rule of reason should apply o 

l5-20UoliU » TRAVEL EXPENSES o The central point should be more 
explicitly stated? namely, that the government should pay the portion of 
the contractor's reasonable travel expenses allocable to government 
contracts o Reference to entertainment expenses should be deleted as this 
subject is covered elsewhere (l5-20l4oll)« 
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l5-20Ua25 - OVERTIME, EXTRA PAY SHIFT AND MULTI SHIFT PRSMIUMS. 
Contractor should have reasonable freedom of judgment with respect to 
premium pay to indirect labor^ The unqualified requirement for government 
approval is needlessly burdensome • 

l5-20lio27 - PENSION AND RETIREMENT PLANS o This paragraph, which 
now contains material beyond the requirements of a statement of cost prin- 
ciples, should be confined to the proposition that the government should 
pay such portion of the expense of Internal Revenue Service (IRS) approved 
pensions and retirement plans as may be reasonably allocable to government 
contracts. When these plans are not subject to IRS approval, the usual 
test of reasonableness should apply* 

I5«20lio30 « PROFESSIONAL SERVICES - IBGAL, ACCOUNTING, 
ENGINEERING AND OTHERc Subparagraph (c) should be dropped* The cost of 
professional services in connection with organization and reorganization 
matters and with patent infringement litigation is covered elsewhere 
(l5-20l4o23 and 15-20U<»26), and the cost of professional services for the 
other purposes indicated in subparagraph (c) is an ordinary business 
expense of which government contracts should bear a fair portion. 

l5-20lio33 - RECRUITING EXPENSE. Costs of special benefits or 
emoluments should be subject to the contracting officer •s approval. Their 
unqualified disallowance is unwarranted. 

l5-20Uo3li ° RENTALS OF PLANT AND BQUIHIENT. As the general rule 
of reasonableness applies, the special regulations on sale and leaseback 
agreements should be dropped. 


Radio -Electronics -Television Manufactubehs Association^,! 
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June 20, 1955 


Rear Adniral L. H* Thcjmas, SC, USN 
Staff Director 
Purchasia^ & Contracting 

Policies Division 
Office of the Assistant Secretary 

of Defense 
ifashington 25, D. 

Dear Admiral Thcnast 

I refer to your letter of April U forwarding to us for consideration 
and conment a copj' of the proposed revision to Part 2, Section XV, of the 
Armed Semrice Procurement Hegulation. 

O^ing to the deep and abiding Interest of the electronics industry in 
the cost principles applicable to government contracts, this Association 
has devoted intensive and time-consuming study to the terms of the proposed 
revision. The Association is thoroughly in accord with your objective to 
include rore equitable coverage of some cost items incurred by contractors, 
and to clarify cost determination under the Section to promote uniformity 
in its application. Our Committee feels that the proposed revision appears 
to have achieved this objective in part# In some cases, however, we dis- 
covered in the proposed revision certain anissions from the existing regu- 
lation which are not easily explainable and which are therefore likely to 
cause misunderstanding and confusion in the future* In other cases, we 
thoxight the revision went into such detail as to make it partake of a check- 
off list tha t will tend to crystallize lower echelon thinking to the exclu- 
sion of eqiaally valid alternatives. Our detailed comments followt 

15-200 SCOPa OF PART 

We recommend that this opening paragraph be amplified to make it 


clear that the entire section has ho application to other than cost- 
type contracts* We are aware that a policy to this effect was 
enunciated In Department of Defense Instruction #Ul05« Nevertheless, 
since this Instruction Is an Intemal directive of the Department 
of Defense cancelling an earlier Munitions Board Instruction It seems 
to us too informal and temporeai'y an expedient to establish firm and 
unequivocal policy for the entire procurement establishments of the 
three military services* Ve accordingly reccmmend that language be 
Inserted In the opening paragraph of Part 2 of the Section making It 
unmistakably clear that the Section only applies to cost* type contracts* 

We also recommend tha^t the former wording of 15-101 excluding 
Section TI for use In negotiating pre-determlned overhead rates, ex- 
cept as a guide, be added to 15«200« 
1^201 BASIC FRINCIPUBS AND STAND/IHDS 

a* No comment* 

b« Ve recGTimend deletion of (111)* The FB*esent langmge endows 
the cost Inspector with authority outside the scope of his proper 
functions and well beyond his experience and capacity* If retained 
In the regulation It will stimulate unnecessary Interference In manage* 
ment decisions* 

c* and d* No comment* 

Oeneral t We also recommend that somewhere In 1^201 be Included 
the same language on the use of normal or standard costs for detenrdhing 
provisional or Interim payments as is contained in ths present 15-201* 
Some of our member companies are apprehensive that norw inclusion of 
the present provisions will jeopardize the • continuation of their presebt 
use* 

15-202 DIRSCT COSTS 

In the next to last sentence after the word, • consistently" we • 


reconmend that the fdUcwing language be Insertedt "...within each 
separate unit engaged In mi»d production". This change should take 
care of iarge companies with several operating divisions which are en- 
gaged in the manufacture of different product lines and possess virtual 
operating autonomy. 
1$-202.1 DiRaCT MATSRIAXS 

* prefer the language of the present section 202.1. Our Ccmmit- 
tee considered that the advantages gained by the greater brevity of the 
revised 202.1 were more than offset by the comprehensive detail and 
claai-cut provision for overruns, spoilage, etc., set forth in the 
existing regulation. 
1^202.2 DiasCT lABOR 

We urge inclusion of language making prevision for the use of 
average labor rates Under appropriate circvnstances. 
15-202.3 OTrfSR DIRgCT COSTS 

In the last sentence, line 3, change the word "similar" to 
-the same". Our Conmittee felt that the word "similar" was too vague 
and speculative, a nd vested too much discretion in the cost inspector 
to make unauthorized cost deletions. 
15-203 riDIRBCT COSTS 

(a) No 

(b) tfe reconmend deletion of the lasttro sentences of (b). 
The enumeration of specific changes aeems to our Conmittee to be an 
unnecessary amplification, carrying with it the danger that it will be 
used as a check-off list by the cost Inspector, 

15-203.1 DTDIRgCT MAWUFA CTURtlO AND PRCPUCTION gmwSifS 

In the first sentence of 2Q3.1 change Ihe words "necessary to" to 
"incurred in". The present language is unnecessarily broad and subject 
to conflicting interpretations by the Government and the Contmetor. 
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At the beginning of the third sentence add the words ^Examples 
of* to make it dear that the items are inclusive but not limited thereto* 
1^203 > 2 INDIHSCT gNGDISiSRING S£PBNSSS 

At the end of the first sentence add "•••and such other related 
costs as the contractor consistently charges to overhead"* Our Canmittee 
felt that the first sentence as written failed to take Into account 
other legitimate costs habitually diarged to engineering overhead under 
reputable accoxinting methods* 
lg->203>3 SSLLIWG AND DISTRIBUTION aXPBWSgS 

The proposed revision restates the hoary and fallacious concept 

that selling to the Government involves no mazicetlng expense on the 

part of the contractor* Our Committee strongly considers that this 

fiction has outlived its usefulness; it is time for the government to 

recognize that a variety of perfectly legitijnate selling expenses are 

incurred by every reputable contractor who sells his products to the 

Government* This is especially true of the more established suppliers 

of military equipment who must of necessity maintain close and effective 

liaison with the purchaser* Although marketing in the ordinary conw 

merical sense is certainly not necessary for doing business with the 

government^ the proposed language fails to recognize any form of non* 

ccmmercial marketing expenses* We^ therefore^ recommend that the 

paragraph as presently written be changed as foUowss 

Flrs-^^ change the second sentence to read, "There may be an ai/» 
location to government work of those expenses in this category 
including but not limited to, administrative, technical, consulting 
and other services, which are for the purpose of negotiating, 
administering and servicing government contracts"* 

Second, delete the rest of the paragraph* 
1^203>U GfllgRAL AND APtlNISTR/lTIViS SXPiiNSaS 

¥e recomnend that everything in this paragraph after the second 
8^ntence be deleted* There are innumerable other factors which should 


receive consideration in determining the equitability of G and A. 
Different large companies use different methods and sdslUb r companies 
may make entirely different allocations* Moreover, cost patterns, 
inventory variations and establishnent of theoretical ratios may have 
little or no relevancy to the practices of companies which do both cqtih 
aiarcial and military business or which are new to the government corw 
tract field# • 

1S^203,^ PiiRIQD FOR ALLOCATION OF INDIP^CT gXRSNSAS 

As presently written this paragraph seems to presuppose that 
each contractor has only one government contract* What happens if 
a contractor has half a dozen contracts of different types, extending 
for different base periods? hfe believe the entire paragraph should 
be deleted since the matter appears to be adequately covered in 
Paragraph l5-2d3(b)* 

15-20ti APPLICATIONS OF EASIC COST PRINCIPLES AMD STANDARDS TO SKLECTfiD 
ITi^S OF COST . 

In the next to last sentence we recomnend that you. strike every- 
thing after the word "Standards" • Our Ccmmittee felt that to include 
similar or related items would broaden the trealanent to the point of 
complete uncertainty. 

We also reccmmend that the words "This paragraph and pre- 
cede the last sentence for the sake of complete clarity • 
l5-20h,l ADVaRTISIM} 

recommend that a subparagraph (3) be inserted to cover in- 
stitutional advertising* Such advertising does not offer the product 
for sale conmercially and may not appear exclusively in trade and tecl>- 
nical Journals. We also reccnrend that the word "only" be deleted fran 
(a). 


1^20b.2 BAD PaBTS 

No ecxninmt* 
1^20ti.3 BIDDING SXBffliffi 

We recamnend that in the second sentence the words "all 
business" be change|d to:"the applicable business". In the case of 
companies doing both commercial and goverment business it is some- 
times custmary to exclude certain expenses solely incurred for one 
type of business frcm the accounts -of the other. This works both 
to the advantage of the govemnent and the contractor, 
l$.20t;«U CARSTSRIAS, DINIM} ROQtS AND OTHaR FOOD SSRmCSS 

It should be recognized that the sale of ine^qpensively priced 
lunches to anployees in a casipany dining rocn or cafeteria has become 
standard operating practice for all large companies and most anall 
ones; it is a form of fringe benefit which employees expect. We, 
therefore, see no reason why it should be singled out for special and 
discriminatory trealanent, especUlly since food services of this kind 
are by their very natiire almost immune fran any possible misallocation 
or abuse. We, therefore; recommend that In the third sentence every- 
thing after the word "allcwable" be stricken and the sentence ended 
with a period} we also request that the entire last sentence of the 
paragraph be deleted. 
l$-2Qti.g CIVIL DBFaWSS 

We recanmend that the words "on the contractor* s .premises puiw 
suant to suggestions or requirements of civil defense authorities.,." 
in the third sentence be deleted. In the atomic age shelters and other 
civil defense measures are not necessarily located on the contractor* s 
premises. 

The last sentence of the paragraph should also be deleted as it 
fails to Aake into account supervening circumstances and the overri'ding 
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authority of local, civil and federal authoxrlties to require different 
kinds of civil defense measures and financial contributions. 
1^20li>6 CCHPii!BATION FOR RSBSONAL SaHVICaS 

a. In the first sentence add after "includes* the fdlowingt 
"•••all renumeration paid or set aside such as". Also insert the 
word "incentive and" before "deferred compensation, etc#" The 
sentence as presently written fails to take into account reserve 
funds set aside for salaries, wages and bonuses. 

b. In the third line it seems probable that the drafter 
ineant corporate "officers", not "officials"; we are also uncertain 
what is meant by "executives" • 

We recommend deletion of (iii) as being absolutely speculative 
and not relatable to any known standard or criterion. Some companies 
with little or no government business pay their executives far more 
than do other companies with a preponderant government business, 
(Viz. the chemical industry vs. the electronics industry)« email 
companies in the non*defense category often pay more than large 
companies in the defense one, and vice- versa. Has anyone in the 
Defense Department made a study of executive compensation in differ^ 
ent industries? Have they read the recent articles in the Harvard 
Business Review on the subject? 

c. Delete the word "not" and make reasonableness the test, as 
it is anyway throughout this section. 

d. In the first line delete the word "production". Sane officers 
and employees perform services which may not fall exactly within the 
production category yet which are of Inestimable Importance to the 
company. 

(1) Insert the words "or practice adopted or" In the third 
line after "established plan". This will take care of smaller companies 


which have a practice of paying bonuses rather than an established plan, 
and vrill also pennit the establishment of such a plan or practice by 
a groining company. 

(2) Add "•••when considered in light of total compensatiorf* 
to end of sentence • Overall compensation should be the test rather 
than any one component there of • 

(3) No ccmnent* 

(U) We recommend that everything after the words "salary 
classification" be deleted^ The reason for this reconmendation is 
that many snail companies have management incentive plans which might 
be considered unreasonably restricted for purpose of this paragraph. 
The government has other safeguards here which can be availed of to 
guard against abuses 

(5) No coiment* 

(6) Ihsert " stodcholders" after "officer" to make it dear 
that officer stockholders is the group aimed at# 

(7) Ve reccmmend deletion of this sentence as. being re- 

dundant^ 
e# 

(1) No comments 

(2) Deletei "Except as provided in (3) below." Explana- 
tion follows! 

(i) No coHnent^ 

(ii) We suggest deletion of everything in e« after 

the first sentence^ Our Committee feels that any planapjroved by the 
Internal Revenue Service must be acceptable to the military departeent 
for accounting and cost allocation purposes or hopeless confusion will 
results 

(3) We Inquest deletion of this paragraph in ite entirety* 
Our committee ecaisiders that the 7$% test in 3 (i) is absolutely 


unrealistic and has no relevance to the mexdt or lack of merit of 

any particular profit-sharing plw; it would be wholly Inequitable 

during any emergency when the ratio of goveminent business to coo- 

merical business nay ^ddenly increase since it penalizes tHe patriotic 

supplier* Furthermore^ there is no criterion for establishing what 

is meant by government business; does the term mean current sales only^ 

or does it include back-log? 

( NOIB > The Defense Department amendment of May 25 arrived after 
oiir Committee met to consider the revision* Uhile we cannot say 
with certainty how the Committee would react to the amendnent we 
believe it would still be objectionable for the same reasons as 
stated above ^ since the principle remains unaltered*) 

f. 

(1) through (h)^ No comment* 

g* Ve recommend that this subparagraph be rewritten as foUowst 
^For the purpose of determining reasonableness^ the employer -contri- 
bution under profit sharing plans and stock bonus plans shall be 
subject to the same provisions as provided for in the Litemal 
Revenue Code"* The same standards 'prescribed by the Internal Revenue 
Services for etnployer contributions must be accepted by the military 
services or absolute chaos will result* 

h* No ccmmenta 
lg>20li>'7 CCWTINCaSNCIBS 

We think the first sentence could be bet^ expressed as foUowsi 
"This type of charge is allowable only if it results from the creation 
and maintenance of reserves to provide for events whose occurrence can 
be reasonably foretold with respect to time and intensity** Our Comnittee 
felt that the sentence should be rephrased in the positive^ but without 
any reference to assurance of an event happening^ which removes it 
from the category of a contingency* 
l$-20li*8 CONTRIBUTIONS AND DONIITIOIB 

Ve suggest that a comma be inserted after Charitable* in the 
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second llne» 
15-20U>9 DBPRECIATION 
a* No cominent* 

b» Our Committee noted that for some tine the **declinlng 
balance" and other methods of establishing depreciation have been re- 
cognized by the provisions of the Internal Revenue C!ode« To maSe it 
clear that where such recognition exists the military services should 
likewise accord recognition we recomtiend that the words "•••including 
those methods recognized by the Internal Revenue Code (subject to the 
ll^nitations set forth in subparagraph e. below)* be inserted after 
"acco :nting principles" in line 5* second sentence • 

c« Mfe recommend that this paragraph be revised to give positive 
authorization for depreciation charges as follows: "c^ Charges for 
depreciation on idle or excess facilities will normally be allowed 
on such facilities as are reasonably necessary for standby purposes". 
In companies producing both commercial and military type eqxxipment 
it would be difficult to show that a standi^ facility is exclusively 
for one or the other* In actual fact they are for both - and would be 
so used| depending on the degree of national mobilizaticn* 

d« jfe recommend that the following language be added to the 
end of the paragraph" •••except that depreciation may continue to be 
charged until such time as the unrecognized depreciation has been 
absorbed" • 

0. tfe recommend that the second sentence of this paragraph be 
revised as follows t "After the expiration of the emergency period 
for the facilities concerned^ where a detemination of "true depreciation" 
has been made^ the remaining balance of the oost of such facility over 
the amount of "true depreciaticsn" recognized previously in costs will 
be recognized as allowable^ subject to paragraph i5-20U«12"» This 
will take care of depreciation requirements over and above accelerated 


ainortization^ 

1^20ti>10 atPLCESE MORlia^ HBALTK AND WSLFARE 

No ccmment* 
l$-20ti>ll EWiaglAIltlENT SXBSNSE • 

We request that the words "except in reasonable amounts and 
when related to necessary business meetings" be added at the end of )/ 
the second sentence* 
1^2Qh.V2. EXCESS EdCILITIBS 

We recommend that the words "contract perfomance" be deleted 
from line 3 of the first sentence • This will make the paragraph 
conform to the wording of 20U#9 c# 
15-20U,13 FINES AND PKNALTiaS 

No comments 
15-201, Hi FRINGE BENEFITS 

No comment, 
lg-20Ua5 INITIAL PRODUCnON COSTS 

We request deletion of the last sentence of the second pui^graph. 
In the constantly advancing state of the military electronics art, what 
qualification doe$ the cost inspector possess to decide whether the 
contractor has had reasonable time to make the product efficiently? 
If the Government is dissatisfied it should teminate the contract 
not disallcw costs incurred in good faith during the course of per- 
formance • 

l5-20Ua6 INSURANCE IKPatNIFICATION 
a* No ccmirBnt* 

\>m We recommend that b« be rewritten as followst "Costs of 
Government reqxiired insurance are allowable • Costs of other insurance, 
except that applicable to Governnent-owned property, are allowable provided 
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(1) the insurance has been approved by the military depa- tment con- 
camed pursuant to a contractual requirement, or (2) in the absence 
of such approTOl requirement, the types of coverage, extent of coverage 
and rates are reasonable under the circunstances. Costs allowed f<r 
use ar.d occupancy insurance will be allowable except coverage relating 
to profit, interest, federal inccne taxes, and any other items 
of expemBH unallowable under this part", 
e*, d«, and e* No ccnment* 

f. We suggest that mention be made of the interrelation of 
this subparagraph to related provisions In ASPR VII. 

g. Mb request that "if" be substituted for "only to the extent 
expressly", 

1$-20L.17 I KTSRSST AND OTHgR flNANCIAL fflgSNSgS 

. RBWA has a continuing interest in obtaining recognition from 
the Defense Department and the General Accounting Office of the allow- 
ability of certain kinds of Interest, especially when the contractor 
has relied on his own efforts in financing his jerfonnance of Govern- 
ment contracts. A memorandun on this subject is in process of pre- \ lc^c,<^ 
paration and will be subnitted to the Assistance Secwtary of Defense ./ rc 
(Comptroller) within the next few weeks, 

In any event, we consider it essential that this paragraph as 
finally written be absolutely c onsistent in form and content with ex- 
isting Defense Deparlanent contract financing policies, especially on 
progress payments and Defense loans, Ihe interest problem is so 
interrelated with contract financing that no policy for one should be 
adopted that is inconsistent with the other, 
1S-2GL.18 LABOR IBUTIQIB 
No ccranents 


lg-?di>19 LOSSaS ON 0TH8R CONTRACTS 

This paragraph is inconsistent with the Court of Claims decision 
in Bell Aircraft Corp ^^ r. United States ^ 100 F. Supp. 66l (Ct. Cls, 
1051) aff >d per curiam ^ 3Uh U.S. 86O (1952), where a Governnent con- 
tractor was allowed to capitalize losses on experimental contracts and 
allocate thm as costs to other Goverment contracts* We surjrest that 
the paragraph be rewritten to permit allowability of such losses when- 
ever permitted bj^ sound accounting practices. 
15-20ti>20 KAINTigUNGit UW REPAIRS 

a# No comment* 

b* No comnient« 
1^20U.21MAyUFACrjRIW3 AND PRODUCTION^ aTGIKSiSHING 

We request that the words "provided such division results in 
an equitable distribution, Viz.," be inserted Imrediately before (i) 
and at the end of the preceding sentence* 
l5-20ti.22 MAT^RUI^ AND SUPPiJES 

a* No comment* 

b* We request that this subparagraph be changed to read as 
followsx "Cost of materials and supplies shall be suitably adjusted 
for applicable portions of income and other credits* Such income and 
other credits include trade discounts, refunds, rebates and allowances, 
cash discounts taken (to the extent that such discounts are in excess ^ 
cf Interest paid) and credits for scrap, salvage and materials returned 
to vendors." 

c* No comment* 

d* Insert the words "or regularly manufactured and sold by the 
contractor through commercial channels" after "stock* in the first line. 
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e. In the viaw of our members, ilat disallowance of "write- 
down" of values of inventories is not equitable. It is an accepted 
accounting principle th?.t cwing to technological advances, engineering 
changes, defects, self-wear, etc., 100^ utilization o f stock inven- 
tories will not be realized, and replacement value may be lower than 
original cost. Where the contractor can demonstrate that the methods 
used to reduce the values of inventories are logical, and have been 
applied consistently, and that prudence was exercised in acquiring the 
stocks involved, such inventory valuations should be allowed to the 
extent allocable to Government Business.- 

f. We sugi^est insertion of "non-affiliated" before "customer" 
in line 7; some company divisions purchase from each other at special 
prjces. 

lb-?0ii.23 ORGA-JZATICr.' jiXR^NSJiS 

No comment, 
lS-^.0h.2h QTIittR BUSPIiiSS £XPE}iS£S 

No comment. 

1L'-?0U.2^ OV^RTPLc;. iiXTRA FAY SHIFT AND MULTI-SHIFT PRflOUMS 

..^^"^^ Para;^raph as presently written ^ows a tendency to consider 
sh:ft. premrjTiE as out of the ordjjiary and not to be authorized without 
■ special IE mission. In actual fact multi-shift operations, and premium 
pay for unpopul^..r shifts, is standard operating procedure for many 
canparies; orovision is often made for them in union contracts. Ve re- 
cannend ttet a little (a) precede the paragraph as now written; that 
all mention of snift payments and shift premiums be deleted therefrom* 
and that a new subparasraph (b) be added to read as followst "Shift * 
r^rinowable"''°'''^"°* "^^^ contractors' practices *nd procedures 

In addition, our Canmittee noted several deficiencies in the laro- 
.nsions for overtime. We feel that all indirect labor (i.e., janitors, 
plant maintenance staff, a dnini strati ve and service personnel, etc.) 
should be permitted, necessary overtime without special authorization. 
^erE^ency overtime for direct labor sho-old be permitted without written 
authorization. The contractor should not have to run the risk of cost 
disallowances whenever he makes arrangements for necessary overtime 
without a written chit.frqn the contracting officer. Frovision should 
also be made for predetermined overhead rates. 


l^-20li>g6 FATiiiNT i::XFii.NSiiS 

rfe request that the next to xast sentence ccTT-'urce with "C}iur-';es 
• deleting "all other patent expenses. The precent v/ording dis- 
alla;s an unspecified categcrj; of costs* 
1^-20U>27 f^lSia' AND Rj^TIfiJI^CT Pi^NS 

a. We recommend that the fourth and fifth sentences be deleted. 
They presuppose that legitimate pension plans are not conditioned on 
profits. In many cases they are, especially in smaller com paries; 
sane times corporate by-laws suspend pc-jTuents into the pension fund 
during had years and authorise the deficienc: to be made up in pro- 
fitable years. 

b# Strike everything after •'Militarj' Department" in the first 
sentence* No consideration seems to have been {^[iven to the potential 
chaos created by a Hotting one branch of the Government to disallow 
what another has approved. An IRS approved plan should always be ac-' 
ceptable to the militarjr services. We also request that the present 
second and third sentences be deleted and the following new second 
sentence be inserted after *Wilitary Departments"s ••Consideration of 
the plans by the Militarj^ Department wilx be limited to consideration 
of cost and allocability thereof and will be the responsibility of 
the Department to which audit cognizance will be assigned". 

c. We request that the first sentence be changed to read, "The 
cost of pension and retirement plans approved by the Internal Hevenue 
Service are allowable except as otherwise determined to be unallowable 
under this paragraph"/ The rest of the subparagraph may stand* 

d« No comment. 

e* We request that the last sentence of this paragraph e. be 
deleted* It conflicts with the contractor's arrahgawents under the 
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Internal Revenue Code and penalizes governrrient contractors in re- 
lation to their canrercial. competitors. 

f • In the second sentence we su,';.LTest substitution of the words 
"may be« for "is usuallj^ before "necessary"; there is no hard and 
fast rulQ in such cases. Also, immediately after the end of the 
second sentence we request the insertion of a new sentence to read 
as follcwss "Where the contractor can demonstrate that reasonable 
provision has be^n made for the effect of such reversionary credits 
in his method of determining pension contributions, no special pro- 
vision for these credits is required" • The beginning of the succeeds 
ing sentence should then be changed from "Under these circumstances..." 
to "Otherwise..." 

We further recommend that the last sentence of f. and the suc- 
ceeding subparagraphs (l) and (2) be deleted in their entirety. They 
spell out in detail two or three of a great many methods of making 
such arrangements and will tend to crystallize lower echelon thinking 
and make them suspicious of equally legitimate but different procedures. 

g. Change the last two lines to read as foliowsi "•.. pension 
and retirement plans will be considered on an- individtial case basis 
and are alla^able subject to the usual tests of reasonableness and 
allocability." " ' 
15-20U.28 PIMT PROTiSCTION aXPffltSSS 

Our Committee was uncertain whether this paragraph applied solely 
to the physicalprotection of plants and facilities or embraced the 
whole spectrum of industrial security. There was a general feeling 
that as presently written only relatively minor expenditures appeared 
to be covered; the paragraph is silent on such major cost items as 
security clearances, automatic detection devices, acconmiodations for 


classified documents, etc, Tet there is nowhere else in ASPR XV 
where the latter items logically fit# 
15->20h,29 PRECONTRACT COSTS 

We request that the last sentence be rewritten as follows: 
"Such costs will be allowed when authority therefor is specifically 
set forth in the contract and nay be limited to a period of tijne"# 

15-2QU,30 PROFiiSSIONAL SiSRVIQiS ^ LbiGAL, ACCOUNTII^, iiUGDIi^RING 
AKD OTHaR '. 

Our Committee felt that the scope and extent of CJovemment re- 
gulations, the changing requirements of contract clauses, and shifting 
Government interpretation of such clauses make it necessary that the 
contractor avail himself of professional assistance. Whether such 
assistance is separately en?:aged or comes from-the contractor's staff 
should be irrelevant. Nor should past cost patterns, impact of '3overr>- 
ment business, etc., bjB. de terming factors in judging allowability* 
We suggest that subparagraph a. be rewritten as follows: 

"a. This item includes the cost of professional services 
rendered by the members of the particular profession, either as part 
of the contractor's organization or separately engaged. These costs 
are allcwable. when reasonable and should be allocated in accordance 
with the principles set forth in 15-201*" 

b» tfe suggest that b» be deleted in its entirety as unnecessary 
amplification tending to crystallize lower echelon thinking to the 
exclusion of other legitimate alternatives. 

c. We request that the word "\ansuccessful«« be inserted before 
"defense" and "prosecution" in line km 
l$--20h.31 PROFITS AND LOSSgS, etc ^ 

We concur with the present wording but suggest the addition- 
of the following to the last sentence; ".••except to the extent 
that such gains or losses adjust depreciation on assets acquired for 
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Govemmtjnt business, cr unless specifically provided for in the 
contract. 

Our Committee felt that this paragraph should be rewritten to 
permit certain kinds of recoiVBrslon expenses, such as restoration of 
facilities to' pre-Defense work condd.tion, whenever subrtantiai changes 
in plant and facilities have been effected at Govomment behest or pur- 
suant to the specialized requirements of defense production. 
1^>20U>33 RiiCPjJITirK ilXP^ISfl 

No comjnentt 
l^-?0h.3U H^iJTALS OF PiANT kW iL-^UirMCTIT 

We reconraend deletion of subi:aragraph b.and correction of sub- 
paragraph a, by insertion of the words "and (ii)" between "...under 
(i)" and "above.. in the first line. 

a. No Comment. 

b. (1) We recommend deletion of (iii) on the ground that it is an 
exorbitant and overreaching demand on the part of the government. 

We also request deletion of (iv) for the same reasons as set forth 
earlier under 2CU.6e (3), to-wits no logical basis for differentiating 
between customers over and ^Jinder 75/^5 no lo.^ical basis for the 7% 
figure in the first place; and no criterion in the regulation for 
determining wha| constitutes C>ovemment business, e.g. current sales, 
sales plus backlog, or past liistory of Government business^ 

It seems to us that the last sentence of (l), relating to pre- 
determined overhead rates, diould also be deleted; it is merely another 
cost item and is adequately covered elsewhere. 
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(?) We request revision of the second sentence of (2) by 
insertion of the words "and dev'elopnent" between "•••reimbursed to 
a contractor)" and "nay, if allocated* ••" on line 7; we also request 
substitution of the word "related" for "all" later in the same line, 

and deletion of "production" in the following line. We recommend, 
deletion of the last sentence of this subparagraph since there is no 
valid reason why under certain circunstcinces and in some fields of 
application part of related research costs should not be allocated 
to R f.nd D contracts* 

We request deletion of all of c* -Under certain circumstances 
capitalized development costs and a pro-rata share of patent costs 
should be allowable • 
1^-20U*36 ROYALTY PA^MTS 

The words "or proprietory or technical inf onna tion" should be 
inserted after "pa tent s"at the end of the first sentence, a nd after 
"patent (s)" in lines T and 3 of the second sentence. We request that 
the second sentence end after "allwable" on line 3m 

ig-2o)4>37 sanvics and WARaim isxPiijJsss 

We request that consideration be given to including in this 
Section a clause which would give the contractor the right to incliade 
these expenses as an allowable cost where it has been the contractor's 
practice to include these expenses in the nonnal cotirse of business. 
l5-20ii.38 SiiVERANCiS PAY 

Our Committee felt that the paragraph as presently writ1;en 
could have inequitable results. It should be rewritten to provide for 
allowability on either an actual or an accrual basis. 
15-20U>39 SPECIAL TOOLIT^ 

We recommend tlmt the entire paragraph be deleted and in lieu 
thereof a simple statement be inserted to the effect that special t6oling 
is allowable subject to the terms and conditions prescribed for its 
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aioqvds itian in Section XIII of ASPR# 
Nv ccrmnantt 

li^>^9QL%la TRftPiSs BUSINSSS AND PROFESSIONAL ACTIVITIiSS 

Nc cor.nGnt. 
Ir>^?0b>b2 TRAINING SXP^NSiSS 

Vq request that suS>- paragraph* c« of this paragraph be deleted 
in its entirety; there is no valid reason for differentiating between 
costs of on-the-job-trainir^ and training in educational institutions 
since the expense of the former nay be as great or greater than the 
latter* 

We su^j^estthat a» and b. be combined into one paragraph, the 
latter bein^ added as a last sentence to the former with the words 
"which are limited to on the job training" deleted^ 

We also suggest deletion of "director of " and "and" in line 
3 of the first sentence; the term "training staff" should include 
its head or heads. 
1^-20U>U3 TR/INSPORIATION i^XP^SiiS 
No comment • 
' lg>20U>UU TRAVEL iiXPiiniSjaS 

We recomjnend deletion of d* There is no definition of "premroir." 
transportation in the regulation, and the tenn is generally unkncwn 
in industr;/; Com]mnies are entitled toha^vs their personnel travel 
by whatever means they see fit. - 

The foregoing concludes our comments on the proposed revision of 
ftirt 2, ASPR XV • We urge that these comments, together with those of 
the other industry groups and associations consulted be carefully 
studied before any final revision of the regulation is attempted. The 
cost principles applicable to Government contracts touch every aspect 
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of the contractor's performance; stringent or unrealistic requirements 
can play havoc with a contractor's internal accounting s^'stem and with 
his ability to coir.petently perform • 

Very truly yours. 


E . B. McClaran ^|«K^3AJL 
Controller, 
Ei tel-M cCullough, Inc. 

Chaiiman, RiilMA 

Accounting .aiid Cost Principles ■ 
Task Cominittee 


Chamber of Commerce of the United States 


^y^^^ 1615 H STREET.N W. • WASHINGTON 6. D C 

NAtiontl 8-2380 

June 17# W55 


Rear Admiral h. H« Thomas^USN 
Staff Director 

Purohasing and Contracting Policies Oiyiaion 
Department of Defense 
The Pentagon 
Washington 25» D; C» 

Dear Admiral Thomas i 

The Chamber of Commerce of the United States appreoiates the 
opportunity to submit its comments and recommendations regarding the 
proposed revisions to Part 11^ Section XV^ of the Armed Seiirices Pro* 
curotnent Regulations^ id^ich prescribes a set of administrative cost 
principles that are q>pULc^^ to cost-reimbursenent type ooiitraets« 

In view of the fact that cost*reinA)urs6ment type contraets 
ixw account for approximately one»fourth of all defense procureaentj 
we regard this ASFR revision as one of the most inportant since the 
Armed Services Procurement Act was enacted eigjht years ago« 

And despite the recent directive that these cost principles 
no longer may be used as a working guide by contracting officers in the 
negotiation of prices under f ixed;*price contracts^ it is inevitable 
that they will have some influence on such negotiations. 

Copies of your April 11 letter and enclosure were sent by us 
to the more than 100 meobers of our Committees on National Defense 
and Taxation and our Manufacture Department Committee f In addition^ 
we solicited the recommendations of our Insurance and Domestic Dis- 
tribution Departments on provisions of particular interest to them. 
Comments also were received from some of our trade association Moberst 
All of these expressions of opinion were evaluated against the back- 
ground of our policy declarations on Defense Procurement. 

Time did not pennit the reproduction and distribution of your 
May 25 letter^ in lAlch you extended the deadline for submission of 
our Section XV comments and requested that such comments cover further 
revisions to paragraph 15'-20U«6e# Howeveri our cements will cover 
these changes^ as well as those which accompanied your April U letter. 


General Comments 

Despite certain deficiencies of a rather serious nature^ the 
proposed revisions to Section ZV representf on the whole> a step for- 

NATIONAL FEDERATION WORKING FOR GOOD CITIZENSHIP, GOOD GOVERNMENT AND GOOD BUSINESS 


tiOM* 


la the a<taiiiistr»tloa of covexnMnt oontraots. for txaiq>le theji 

!• Are written in a buaineas rather than legal laneuaee and 
are auofa aore detailed than are the present Cost Prlncipleir^ 

. 2« ReAeot beUted aoeeptanee of nany aodern business prao- 

3« Provide tor a nsre realistic alloimnoe of certain cost 

k. ,f«mit inclusion of nax^ additional elements of cost that 
are not now allowed* 

On the other bandt the proposed provisions i 

^J^T* ***** laUtude for administraUve detemination. 
For exaniple, the introduction of phrases such ast "as are reasonSblT 
necessary" leaves much to be detemined by feoverment auditors who/ in 
the past, frequently have not demonstrated a willingness to accept 
certain nonnal and proper business practices and pxocedures. 

2. Pezpetuate unwarrented distinctions between the principles 
governing goverament contract accounting and those governing tax and 
general corporate accounting. 

3* Continue to disallow certain elements of cost which are 
an inherent part of doing business, and would disallow several Important 
categories of ejqpenditures which, under present regulations and i^lnas 
by the Board of Contract Appeals, are acceptable as items of reimburse- 
able cost. 

k* Discriminate against business concerns whose government 
business Is In excess of 2S5k of Its total volume. A cost that Is 
allowable for a contractor with less than 2$% goverment business 
should be Just as allowable for contractors doing a higher percentage 
of goverment business. ^ 

, ^* » number of blanket sUpulatlons that should be 

matters for consideration In specific contract negotiations. 

Specific Comments and Recommendations 

The Chamber* 8 comnents and reoonmendatlons on specific pro- 
visions of the proposed revisions to Section are as follows i 

^ ^ ^ 15»20O Scope of Part ^ This paragraph should be amplified 
J? tnat this part of Section W does not apply to fixed-price 

type contracts, including price redetermination and Incentive typeet 
sM that where tsontrAets provide for predetermined overtiead rates 
the prlholples tet forth eball be used only as a basis for negotia- 
ting such rates* 
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. _ Items for special consideration — ^ThA^a are a nuinber of cost items 
'^J'*/^® proposed revision of Section Xv, ASPR, continues to disallow, not 
only in contravaition of normally accepted commercial accounting principles, 
but in seeming vioUtion of the proposed revislon»s own general standard of 
reasonableness in detemdning the allowability of contract cost. \ie refer 
specifically to advertising, general seUing and distribution expenses, and 
entertainment expenses* 

Although we shall have more to say on each of these subjects in 
our specific recomnendations liiich follow, we should like to register our 
general view that the allowance of such costs should be made a matter of 
special negotiation, dependent \xpon the individual circumstances of each 
case. In general, these expenses are customary costs of doing business and 
are expecially related to the continuing growth and vigor of a business 
enterprise and as such contribute materially to the i*iole of a company* s 
productive potential. Although not pezhaps directly allocable to an/govem- 
ment contract work, the government may nevertheless be the beneficiary of 
substantially lower productive costs made possible by the volume and scale 
of operations the contractor has attained throu^Ji this type of expense* 

Certainly, there are individual contract situations (e.g., the 
entertainment of government officials) lAere it wotad be inappropriate and. 
we believe, unwise policy to allow expenses of these types as a reijiibursable 
contract cost. But to disallow categorically all of such esqMnses (with 
the minor exception permitted in the case of advertising) is, we believe, 
quite unjustifiable and clearly not in the government* s long-run Interest. 

Factors Affecting the Allowability of Costs 

We do not question the apparent objective of greater darifleation 
inplicit in the enumeration of two additional factors affecting the allow- 
ability of contract costs. We do, however, take strong exception to the 
probable results of applying newLy created tests for determination of cost 
allowability lAlch involve "the exercise of good business judgment in the 
incurrence of cost" and "significant deviations in the established prac- 
tices of the contractor which substantially increase the contract costs" • 

^ _^ , In the first place, the proposed revision retains the overridinc 
test of reasonableness, ifclch should be sufficient to protect the govern- 
ment's interest. To add a new and most nebulous criterion, the application 
of i*iich vovld necessarily be even more Inpreclse and nebulous in diaracter. 
involving retrospective review and reversal of business judgments made under 
then existing circumstances, will lead only to confusion, inequity, and a 
temptation to be uncertain in judgment In the first instance. 

In the initial award of a defense contract, a contractor's general 
reputation, management know-how, responsibility and productive efficiency are 
presumably surveyed with care. It is totally contrary to good contracting 
policy, in the interest of government as well as the contractor, to superimpose 
i^J^L^",^?'^*^ *«^<"^*y * criterion involving retroactive review of 

individual business jud^nts with respect to the incurrence of costs. This is 
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particularly true in view of the fact that a post audit is removed, and 
necessarily so, from the existing circumstances which underlie the business 
Judgment at the tiine that it is executed^ 

Likewise, we believe, the second of the factors to which we have 
called attention Is unnecessary in the light of pre-existing tests of general 
reasonableness and the application of generally accepted accotin ting principles 
and practices » We recommend, tlierefore, that both of these newly established 
standards for cost determination be eliminated from the proposed revision^ 

Use of Standard Costs 

The proposed regulation appears to be coirpletely silent on tte use 
of standard costs and variances from those costs ♦ Throughout the text of the 
ne\^ draft there is an Implication that an actual cost system is to be main- 
tained, at least for all direct elements of cost involved^ Ch the other hand, 
repeated reference is iiade to the acceptability of a contractor's standard 
practice— which may, of course, include the use of standard costs— and we 
recommend, therefore, that the use of such a cost system be expressly author- 
ized by appropriate language in the new regulation. 

Specific Recommendations 

The following specific recommendations apply to pertinent stibject 
and paragraph headings, as indicated beloif : 

Direct Costs (Paragraph 15-202) 

Revised Subparagraphs 15-202^1 and 35-202 ^2 are somewhat less specific 
in respect to allowances for reasonable overruns, spoilage, defective work, use 
of average labor rates, et cetera, than are the corresponding provisions of ASHl 
which they are intended to supplant. We recomrnend, therefore, a continuance of 
the present provisions of the regulation or an appropriate revision and e3q)an- 
cion of language in the newly proposed subparagraphs » 

In the case of "other direct costs>». Subparagraph 15-202.3, we 
recommend a revision of the last sentence to read as follows: "VJhen, however 
items ordinarily chargeable as indirect costs are charged to a government con- 
tract as direct costs, such items must be eliminated from the overhead al loca- 
tion /* (liiderscoring supplied. ) This suggestion arises from the fact that a 
single contractor may charge a normally indirect cost to a govemront contract 
as a direct cost in one factory but as an indirect cost in another factory 
depending both upon circiamstances and contract provisions^ * 

Indirect Costs (Paragraph 15-203) 

We have a nuxhber of specific comments and recommendations with refer* 
ence to the varioiis types of indirect costs discussed in the proposed revision^ 

Indirect engineering expenses .— Tlie language of this subparagraph of 
the proposed revision does not appear to recognize the position of a manufac- 
turer who sells to the government an article essentially identical to his 
reguL-ir civilian output and on which the Incurrence of indirect engineering 
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expense is taking place continually. It Is perfeetlv nns<;iM« « 

items sold to the governraentw but to deny him reljifciirsftrT«n+ +^ Tn? v, 

ing expenses under such clrcumstMces. """^^^^^ «<«t oi indirect engineer- 
amendprt yJ^J^JT^r flf*^'' sentence of this subparagranh be 

expense speclXicS^ iaent JJ^Tj^'i^' P«s«tr^4S:rl^^|e°:'*' 

- to .MlS^^^|fS^fc|^;-«^J,*^; ~ cost IS 
with ttot general observation, we reiterate oSt^^?:! V^^lJf eecordanoe 

4»estioa «rf c:IL.ly pr^bits^S^^J^S-JJ^IouS^i?' *° 1" 
a^^neraS^^fSlsI^f rob?^^^7-^^^ 

following specific revisions in the proposed language of sJbwraS^f^h 1?^09 ^ 
Fxrst elimination in its entirety of the second^fLS^e^fJS'^jSd^^g;^; 
at Jie beginning of the third sentence; second, deletion of the wo^dl «rJ5Sr 

elSlSSrr^ ?L^1enL"Sj^^- ---^ - ^^^^ 

suits in the allocation of general and administrative excensefi «,« 

arrr:ir%%?.?i?jf^T^.KrL^i:;ii5K^\^^^ 

« MorS^'SU * ""^■"rtt4?o're"^\SfaWs-?aS^J'h** 

ing practices and in addltlonrtvold any'p^S^^^^L^IHJ't'S Se°"*" 
factors specifically anuMrated. Moreoirer, it Is not eSlrely cleaTtfL 
Just hov the factors of Inventory lavela and ratios nl«ht Si?t STJ^iJfKi 
distribution of general and adidilstratlvTM^M.^ equitable 
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Applications of Basic Cost Principles and Standards to 
^elected Items of Cost (Paragraph 1^«20U) '. 

Our specific comnents and recoimnendatlons with reference to indi- 
vidual items of cost treated in this proposed revision to Section X7, ASFR, 
appear below* • 

Advertising (Subparagraph lg-gOU.l) >— .This is another of the cost 
items to wliich we have made reference in our coiraiiBnts above. The proposed 
revision to ASFR restricts the allowance of advertising cost to institutional 
advertising in trade and technical journals and to help^anted advertising. 
At the risk of appearing repetitious, we wish to reiterate that Institutional 
advertising, regardless of the media eB?)loyed, is a real cost of doing busi- 
ness, and the pro rata share of such cost should be allocated to cost-1^ 
government contracts along with other general and administrative expenses* 

This too narrow restrictiwj on the allowance of advertising cost 
appears to overlook conpletely the situation of tlie manufactxtrer who furnishes 
military items at the expense of his normal civilian business and who, during 
an emergency period, must resort to institutional advertising for the retention 
of his normal markets* 

Jn general, we en^)hasisie again that advertising, whether institutional 
or product-line, is an item of expense which should be made the svibject of spe- 
cial negotiation in determining its allowability as a govemrasnt-con tract cost* 
Specifically, general, institutional and educational advertising should be 
evaluated in individual cases In the light of its direct and indirect benefits 
to covemment business* Product advertising is a selling and distribution 
expense from which the govemnent has long derived ctenonstrable benefits in the 
form of productive capacity and should, we believe, be allowable, subject to 
the safeguard of Individual negotiation, as an item of selling and distribution 
e3q!)ense« 

Bidding Expense (Subparagraph lg-20U,3) .— The llberaliaation In 
allovrance of this type of contract cost may be more apparent than real* 3h 
almost every instance bidding expense applicable to a particular contract wo\ild 
have been Incurred in a prior accounting period with the result that the pro- 
posed subparagraph denies the recovery of bidding expense except as to expense 
of this type relating to future contracts. We recommend, therefore, the con- 
sideration of allowing as an item of cost chargeable to a cost reijifcursement 
type contract the contractor's bidding expense directly pertinent to that 
contract* 


Cafeteria, Dining Rooms and Other Food Services (Subparagraph 
l5-g0L.l4 ) ,—4/6 recommend that the last sentence o^ the propose dstSparagraph 
be deleted in its entirety. Quite aside from the question of who shall 
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determine the intent of ftumishing food services at a loss^ there would seem 
to be a clear inconsistency between this restriction and the general allow- 
ance as a contract cost of ••eirployee morale^ health and welfare** expenses by 
Subparagraph l5*2OU«10« Losses sustained in the operation of food services 
for the benefit of employees is^ of course^ no more than a form of fringe 
benefit and should^ we believe ^ be allocated to all of the contractor's produc- 
tjon, including government work^ without the necessi*^ of negotiating a special 
contract ''provision* 

Civil Defense (Sxabparagraph l$»20l4*$)» «— If as a matter of public 
policy the govemmnt desires the widespread support by industry of civil de- 
fense programs— and we believe this is clearly the case— 4re are unable to 
understand the restriction on allovrability of such costs to e^qpenditures made 
on the contractor's premises and the express prohibition against reiiflbursomant 
for contributions to local civil defense funds • Maqy government contractors 
enter actively into the civil defense programs of their respective communities 
including not only direct financial contributions but the loan of equipment and 
personnel. A categorical disallowance of costs so incurred cannot fail to dis- 
courage active participation by manufacturing conpanies in local civil defense 
programs • At the very least^ we suggest that the items now disallowed by the 
proposed subparagraph be made matters for special negotiation in the light of 
all attendant circumstances » 

Conpensation for Personal Services fSubparagraph lg^^20^.6) »^^^^re have 
a n^jrfcer of basic objections to the language of proposed subparagraph l5-20li,6. 
Our objections relate not only to specific disallowances required by the 
language of the proposed siibparagraph but to the application in this area of 
arithmetical formulae which are entirely inconsistent with the general test of 
reasonableness laid down by the regxilation for the determination of cost 
allowability • 

We assume that subparagraph a, permits reintoursesnent for Incentive 
type compensation whether of the iianedlate or deferred distribution type. How- 
ever, we believe that the initial sentence should be clarified to explicitly 
allow reijnbursement for such can;>ensation« 

The disallowmce as a contract cost of the valxie of stock options to 
contractor personnel is contrary to a growing practice in American industry 
that is, in many cases, of benefit to the government as well as to the corpor- 
ation involved^ Clearly such options are intended to Induce the continuous 
enq^loyment of key corporate employees, the retention of whom may materially 
affect productivity, efficiency and cost reduction. The cost of such options 
is recognized as a business expense for tax purposes, and although we are not 
suggesting that such costs be allowed indiscriminately for government contract 
purposes, we do believe that such items should be made the subject of special 
negotiation in individual cases • Moreover^ this express prohibition appean 
to be inconsistent with the allowance by subparagraph l5-20U.6.f of stock 
bonuses as a contract cost« 

Turning now to subparagraph d. of this important section of the pro- 
posed regulation, we note the inclusion of ••prbduction incentives" as an item 
of allowable cost and the exclusion of . "management incentives". Whether or not 
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the latter type of incentive payment may be read into the general language em- 
ployed is^ of coiirse, a matter of interpretation* We recommend that such pay- 
ir^nts be expressly allowed subject to the usual tests of reasonableness and 
normal business px^ctice^ for the reasons \*e have suggested below under owr dis- 
cussi(m of profit-«haring plans • 

We are pleased that contributions to prof it-eliaring plans are being 
given express treatnssnt as a contract cost^ We do not agree ^ hovrevever, with 
some of the restrictions written into this section of the regulation. By way of 
general discussion, it appears to us that a variety of considerations not recog- 
nized in t he proposed subparagraph should go into the determination of the allow^^ 
ability as a contract cost of contributions to profit-charing plans. The reason- 
ableness of such contributions in the light of total condensation shotad be a 
principal consideration, 3h addition, the purposes of the profit-sharing plan and 
the q\iestion of whether or not contributions of this type are a normal and regu- 
lar part of the contractor's system of compensation must be given due weight in 
every case. For these reasons, ve cannot agree with the 1$ percen tF-of -total-basic- 
coxqpensation test for general application. 

There is the widest variation in industry as ariong profits-sharing and 
stock-boniis plans and their relationship to straight salaries, and the imposition 
of an arbitrary percentage limitation of this type would, in our opinion, almost 
certainly produce erratic and inequitable restilts, Tlie determination of compen- 
si^tion for personal services is a matter for executive judgment, and we repeat 
that the reasonableness of total coii5)ensation in the light of the current labor 
market and general business practice is the proper criterion for the allowance 
of costs for personal services. 

Finally, we note in your letter of May 25 that the previous limitation 
of 75 percent of nongovernment business on the allowability as a contract cost 
of contributions to profit-sharing plans has now been modified. This, we believe, 
is a step in the right direction, particiilarly as it relates to the numerous 
companies whose percentage of government business may fluctuate from tiine to tixne 
above or below this fixed limit. Nonetheless, the ajnended language persists in 
the use of a strict percentage limitation which necessarily fails to take into 
account the general test of reasonableness under all the circximstances, Wb re- 
peat our suggestion that this is an attenpt to lay down arbiiaraiy standards in 
an area of the widest possible variation^ We think such a limitation not only 
unwise but undoubtedly productive of inequitable results. 

Contingencies (Subparagraph l5-20U,7)»~ To avoid any possible misin- 
terpretation of the provisicwis or tnis subparagraph, we suggest the insertion 
of the word "reasonably" after the phrase "an event whose occurrence cannot be" 
appearing in the first sentence,. We would siiggest also the addition of the 
following sentences "Where it can be established that a liability exists, a 
reasonable estimate will be allowed in determining the costs of the contract." 

Depreciation (Subparagraph l5'^0U»9) >^e assume that the ASPR cost 
interpretation of depreciation appearing in tM Department of Defense press 
release of May 12 has the effect of at least partially altering the inport of 
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this proposed subparagraph. Our cortnent, therefore, is addressed both to 
tiie release and to the proposed language of this subparagraph as v/e assure 
it to new be amended. 

We note from the ^^ay 12 release that depreciation allo\;ance3 
authorized by Section 16? of the Internal Revenue Code of lo^U are acc*»pt- 
able as contract costs subject to their acceptability for tax purposes and 
the further proviso that the costing of defense contracts is consistent with 
the costing of the contractor's nondefense work and is so reflected in h-is 
books of account. We trust that this e:<press provision will be speUed oat 
m detaxl xn the final publication of this proposed revision to ASFR. In 
addition to a clear statement of the allowabil-i ty of depreciation authorized 
by the new Ihtemal Revenue Code, v;e believe the rei-ulation in s\ibpar?:crarh b. 
snou3.d be reworded to avoid any possible inference that the words "consistent 
application" are intended to deny (1) the adoption of the sui!i-of-the-^'ears«- 
digits or the declining-balance method, or (2) the permissible switch" vjider 
the ne;^. Ihtemal Revenue Code from a declining-balance to a straight-line 
method of depreciation at any ttm during the life of a depreciable asset, 

.Subparagraph c denies the allowance as a contract cost of deprecia- 
tion on idle facilities. As a practical matter, a defense contractor produc- 
ing the came item for civilian and military use is unable to determine* the 
amount of depreciation on idle facilities allocable to military work and thus 
considered nonanowable. Moreover, depreciation on stand-by facilities is a 
cost factor invariably present in manufacturing operations except Ln the most 
abnormal and short-lived perio* of full capacity. As a consequence, the de- 
preciation of idle facilities is an ever present cost of doing business, and 
the allowance of such costs should be recognized by these regtilations, 

VJe sugeest finally that under subparagraph e the second sentence 
be reworded tc read as follows: "After the expiration of the emergency period 
for the facilities concerned wliere a determination of «true -deprcciatjon* Jias 
been made, the balance of the cost of ^uch facility over the amount of - 'true 
depreciation* recognized in costs will be depreciated over its remaining 
useful life and will be the only amount recognized as allowable cost, subject 
to paragraph l5-20li,12". This sugetested change has as its object the assur- 
ance of a full recovery of cost in all cases. 

Excess Facilities fSubparagraph lg-20li.l2) .— Our comments with 
reference to the allowance of depreciation on j.dle facilities apply with 
equal force to the allowance of the costs of maintaining and housing idle 
and excess facilities. These are normal costs of doing business and should 
we believe, be allowed in normal circumstances, ' 
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^tlal Production Costs ( Subparagraph l^-2Qti.l^) .-V^ recommend 
the e l l m l nation of that sentence in this subparagraph liiich reads, "In 
cases ^toere these costs continue to an unwarranted extent after the con- 
tractor has been allowed reasonable time to learn to make the product 
efficiently, Ihe excessive costs will be subject to disallowance.* This 
suggestion arises ftrooi our feeing that the real point involved is covered 
sufficiently by the preceding sentence and that the inclusion of this 
sentence is an open invitation for the substitution of a post audit recom- 
mendation in a matter that is properly one for management judgment. More- 
over, the government is at all times armed with the power of terminating 
the contract for the convenience of the government. 

Insurance and Indemnif ication (Subparagraph lg-20L.lM Tt. is 

our belief that insurance coverage, dictated by business prudence and in 
effect at the time of undertaking a government contract, is a normal 
business aqpense and should be folly allowable for contract cost purposes. 
The tot^ effect of this subparagraph is to throw the contractor upon the 
mercy and wisdom of the government in approving an insurance program since, 
on the one hand, the allowance of insurance premiums as a contract cost is 
made to depend yxpon advance approval by the mllitaxy department Involved 
and, on^he other hand, the contractor is denied recovery for any uninsured 
loss. This would appear to be another case in liilch the over-all test of 
reasonableness of coverage and rates is sufficient for the full protection 
of the government* 8 interest. ■ 

The disallowance of the cost of use and occupancy insurance, 
insofar as it covers profit, interest, et cetera, is, we submit, completely 
doctrinare inasmuch as there is no practical way of determining generally 
how much of the cost of such insurance is attributable to coverage of loss 
for profits and interest. ^ 

Ifaterlals and Supplies (S ubparagraph lg-2QL.g2 ^.-JWA have two 
specific comments with reference to this subparagraph. — 

Any generally recognized method of pricing materials issued from 
stock is acceptable for contract costing purposes provided the method is 

*if ""r^^ obtained are equiUble. Ihis provision 
of Subparagraph d is unfortanately watered down by the implication that a 

xv**^'^®^*,^?**®*" oontst-wtw and the government is required to 
•^JL**"! inventory costing. LIPO is a generally accepted 

method of inventory pricing. The results obtained from it are eqidtable 
and viiere it is consistently appUed there is, we submit, no reason for a 
special contractual agreement authorising its use. \h urge that this be 
made dear in the language of the regulatton. 

The principal etnphasis in Subparagraph f under <*Material8 and 
Supplies" is upon the use of a cost basis in the ti'ansfer of materials and 
s\q)plies between plants, divisions or organiaations under the same corporate 
control. This may be proper in some cases. If, however, a multi-plant or 
multi-division contractor has a well established plan for the pricing of 
sales or transfers between plants, divisions, et cetera, we believe that 
the operations of such a system should be recogniaed for contract cost . 
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purposes subject to the limitation^ of course^ that transfer prices so 
charged may not exceed the sales price to the most favored customer or 
the competitive price of the item from other siippliers* This rather 
customary method of pricing inter^plant or intern-division transfers is 
limited by the language of the proposed subparagraph to the sale or 
transfer of items regularly manufactured and sold throu^ comniercial 
channels by the transferor* Ve believe this restriction should be 
ellirdnated and that the present eii;4iasis upon cost alone as a basis of 
transfer should be altered by appropriate language revision* 

Overtime J Bctra Pay Shift and MuLti^»Shlft Premiums (Subparagraph 
l$»20li*25) #^«Althou^ generally unobjectionable ^ this portion of xhe pro* 
posed regulation overlooks two possibilities liiich we believe it should 
consider • First j it ignores the sitoiation liiere a man\ifacturer*s produc- 
tion lines contain identical products intended for both civilian and 
military customer 8# Under this type of operation it is^ ve believe^ 
completely impractical to require a separation of overtime premiums on 
those items intended for delivery under military contracts* 

Our second observation has reference to the fact that the pro- 
posed language fails to differentiate between overtime axxl shift presiiua 
pajnnents to direct labor and indirect labor* As an example^ Biost menu- 
fact\udng plants employ guards on a >»8hift^ 7-day schedijle* Under the 
terms of the proposed regulation it would be necessary to obtain prior 
approval for diift prenituns paid to such guasrds even thou^ the cost is 
simply a distributive charge into burden for all depasrtments* Capital 
goods companies inform us that military auditors frequently take exception 
to all indirect overtime and shift premiums* We recommend^ therefore ^ that 
the proposed subparagraph be reworded in part to read as follows! "Cost 
of overtime and shift premiums ^or direct labor is allowable only to the 
extent expressly provided for in the contract or otherwise authorised by 
the government* Cost of overtime and diift premiums for Indirect labor is 
allowable without prior approval^ if reasonable^ and the cost is allowable 
on a pro rata basis to commercial as well as goverxanent work** 

Pension and Retirement Plans (Subparagraph l$«»20U*27 )*~By the 
terms of this subparagraph^ pension and retirement plans ^ subject to the 
approval of the Internal Revenue Service^ must have such approval before 
consideration will be given them by the militaxy department concerned* 
The regulation provides further, however, that approval by the Internal 
Revenue Service does not necessarily assure the allowance of contributions 
to such plans as a contract cost by the military* The conclusion is, of 
coinrse, that the military department involved will Ipass up6n the allows 
ability of the costs of any pension plan prior to contract finalisation* 
This, we believe, is a ccnpletely inpractical requirement* 

Plant Prot^tion Expenses (8ubparapfig)h l$»20lx*g8 )*»^All plant 
protection expenses tfiotild, In otsr opinion, oe considered fully allowable* 
We have tw> objections to the segregation of plant expense stipulated by 
the language of this subparagraph* First, where a contractor is engaged 
in the performance of a number of classified government contracts at one 
location, it would be most difficult, if not ijipossible, to allocate 
special plant protection costs to each contract involved* Secondly, and 
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again Wiere a single contractor holds a number of government contracts, it 
would be lji?)ractical for the contractor to develop an Individual overhead 
rate for each of the govenunent contracts* 

Precontract Costs (Subparagraph 15-20U.29 ).— The provisions of 
subparagraph should be considered in relation to the provisions of 
Subparagraph 15-201* #32, "Reconversion Ejqpenses". Both types of cost are 
disallowed by this proposed revision to procurement regulations. It 
would seem that equity requires the allowance of one or the other as a 
necessary contract cost. . At the very least, we believe that precontract 
costs and reconversion e^qpenses should be made matters for special con- 
sideration under the circumstances of each case rather than being cate- 
gorically disallowed. 

Rentals of Plant and Equipment (Subparagraph l5-20L.3li ).-^e 
question if subparagraph b is required in this case, particularly in the 
li#it of the test of reasonableness laid down by subparagraph a. Taken ' 
together, the effect of subparagraphs a and b, as now written,"is to 
penalise coji?>anies %4iidi have sale and"leaseBack arrangenents as con- 
trasted with con5>anies holding conventional leases. We think it would be 
a rare case to find a conventional lease %4iere the rental rate was 
equivalent to •normal costs, such as depreciation, taxes, insurance, and 
maintained expenses" attributable to the facilities leased. Ve repeat 
that subparagraph a should be deleted from the regulation. 

"Research and Development" (Subparagraph lg-20U.353 l— In general 
we believe that general research on the part of industry shoiild be encour- 
aged by the government as a matter of public policy and that the allocable 
portions of costs so incurred should be allowed as a government eontraet 
cost without requiring as a condition of such allowance an agreement that 
the contractor divulge to the government the results of iniependent 
general research. 

Ordinarily the government's contribution to the support of pure 
research by industiy under cjost-reimbursement type contracts is relatively 
limited and yet under the proposed regulations the government seeks the full 
product of such research with no guarantee that knowledge so divulged may 
not be made available to others.^ The recent report of the Hoover Coimnis- 
sion, recommending a greater rather than lesser expenditure of public funds 
on research and development, sqppears to lend credence to the theory that 
any addition to the general fund of scientific knowledge is an asset to the 
National Defense program. If there are extreme cases in *hich the govern- 
ment feels obliged to require a c<ai?>lete divulgence of the results of such 
research, we recoinnend that sxieh disclosures be made the matter of special 
contract negotiations* 


"y Our views on the acquisition of a manuf act\irer» s technical data by the 
government are set forth at length in our letter of January 3, 1955, 
copy attached. 
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Once again «e find the 75 per cent non--goverment business test 
applies* The objections ne have set out above in connection with the 
application of this test to «con?>ensation for personal services" apply 
equally in this instance* By nay of reiteration, we object generally to 
the ioqposition of the fixed percentage limitation as a test for the 
determination of allowability as a contract cost* At the very least , we 
believe the test shoxild be modified as it has been in the prior case in 
conformity with your letter of May 25* 

If, as a condition to the allowance of general research expenses 
as a contract cost, the government insists upon the divulgence of the re- 
sults of such research, then we believe that the language of the proposed 
regulation requires clarification* The manner and time of divulging this 
information is not made dear* Does the language used mean that the con- 
tractor assumes an affirmative duty to supply the government with the 
results of its full research, or does it mean that the contractor simply 
agrees, if asked, to keep the .government informed? 

Finally, we are unable to agree with the exdxision trcm allow- 
ability under research and development contracts of costs arising from 
I'related research" conducted with the contractor* It seems to us that 
there is as mudti possibility of benefit accruing to a research azxi 
development contract as mi^t accrue to a cost-type production contract 
and, as a consequence, no distinction should be made as to the dlowability 
of costs so incurred* 

Taxes (SubparagraiJh l$-20U»liO) #~Althou^ we have no disagreement 
in principle, we are constrained to suggest the iirpracticability, in some 
cases, of the refunds required under subparagrajAi c* In the absence of 
performance under defense contracts at the time of tax refunds, it appears 
that the practicability of determining the proper amount of such refuxxis 
allocable to contracts performed as much as 10 years earlier is hi^y 
questionable* 

Training Expenses (Subparagraph 15-20U#U2 )*— We believe that the 
disallowance ofthe costs of training in educational institutions except 
to the extent specifically provided by contract is unnecessary and, trcan 
the government's standpoint, unwise* In many cases it is Impossible to 
foresee at the time of Ihe negotiation of a cost-type contract >*iat train- 
ing requirements may be involved. In a very real sense the benefits of 
such training accrue to the government throu^i iirproved contract perform- 
ance and net cost reductions* Again, employee educational programs conduct- 
ed by employers are by now so well established as to make of them a normal 
cost of doing business* Accordingly, we recommend that subparagraph c be 
amended to read I •Costs of training in educational institutions will be 
allowable where the program is available to all employees, the training 
period is during hours not paid by the contractor, and the cost is distri- 
buted on a pro rata basis between commercial and government work"* As for 
training programs which do not meet these specific criteria, they mi^t 
very properly be left to the discretion of the contracting officer in 
Individual cases* 


Rear Admiral L« H« Thomas 


I^ge lii 


Travel Expenses (StJt)paragraph l$-20U>lUi) >~We recoiniTBnd the eliirw 
ination of siibparagraph d which authorizes the allowance of the cost of 
premium transportation only where such costs are shown to be necessary to 
performance of the contract* We assume the word "premium" has reference to 
the choice of air travel rather than rail or to the distinction between 
diffei'ing types of sleeper accommodations. Barring wholly unreasonable ex- 
penditures— ^hich are, of course, governed by the general tests applying to 
all costs incurred xmder government contracts—this is largely a matter of 
personnel administration and employee relations, and this restriction should 
be ellininated from the regulation^ 

General Conclusions 

In concluding we should like to draw your attention again to three 
basic propositions which are implicit In our approach to the proposed revi- 
sion of contract cost principles* 

Til the first place, we consider it exceedingly iirgjortant that this 
revision be conpleted in the light of the procurement probleire existing today 
and in the foreseeable future* Procurement continues at a very substantial 
magnitude even though it is nowhere near the wartime point* There is, of 
course, a continuing problem in connection with the procurement of aircraft, 
guided missiles, etc., although no unique purchasing problems are raised by 
the procurement of the great majority of military supply itens* Presximably, 
we are in the midst of a long period of procurement of goods which has leveled 
off at approximately $18 billion per year* The same emergency characteristics 
of procurement which are incident to an all-out war effort or sudden defense 
builA-up are not present. Jfemy corporations upon which the co\antry must rely 
for great engineering know-how; Ijnaginative, creative research; and down-to- 
earth production results are now engaged, for the most part, in strictly 
conanercial lines. The government is therefore in competition for the best 
brains, the best know-how and the best facilities available in the public 
interest* Thus, the problem is different than that obtaining in an emergency 
situation,. The problem must be placed in its long-term perspective and we 
must not permit any part of procvirement negotiation to be revievrcd, revised or 
extended without addressing the problem in its long-term perspective* 

Having in mind this quick look at the problem, we believe that the 
cost principles revision shoxxld be oriented to a basic criterion or series of 
criteria which are fair to the government and to industry. We suggest as a 
principal criterion that the government should bear a fair share of tlie normal 
costs of doing business. 

Equally as inportant, however, as the basic criterion we have sug- 
gested is the procedure or negotiation or implementation of that criterion. 
Some of the contract costs with which we deal here are, in our judgment, 
clearly allowable or disallowable by any reasonable man's standard and without 
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too much debate. Qi the other hand, there is a body of costs which are not 
clearly definable because their character changes somewhat from case to case. 
We submit that In this area— In which we feel such expenses as advertising, 
profit sharing, etc., fall— the tool of Individual contract negotiation 
snould be einployed rather than regulatory fiat which will almost certainly " 
produce erratic and inequitable results* 


This concludes our comments and recommendations respecting the pro- 
posed revision to the ASPR. May we again express our appreciationfor this 
opportunity to offer our comments on such an important section of procurement 
regulations. If we can be of ai^ further assistance or if you would desire 
to discuss these matters directly with representatives of this office, please 
do not hesitate to call upon us. 

Cordially, 


PresidSnt ^ 


CWSrc 
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Rear Admiral Lo Ho Thomas, SC, USN 
Staff Director 

Purchasing and Contracting Policies Division 
Office of the Assistant Secretary of Defense 

(Supply and Logistics) 
The Pentagon 

Washington 25, D. C* • 
Dear Admiral Thomas r 

The National Security Industrial Association greatly appreciates the opportxinity 
to review the proposed revision of Part 2 of Section XV of the Armed Services Procurement 
Regulation, dated March 23, 1955^ Because of the vital interest this draft has to the 
members of NSIA it has been intensively reviewed and o\ir comments are submitted in the 
expectation that they will receive serious considerationo The enclosed comments have 
been prepared by the Accounting and Auditing Task Committee and have been reviewed by 
the NSIA Procurement Advisory Cornmittee, which consists of 156 members, representative 
of American industry, both large and small, and of every major segment of suppliers to* 
the Military Establishment© 

It is the very frank opinion of all members of the reviewing committees that 
the proposed draft revision is so drastic and contains so many objectionable features, 
that it should not be released until there has been a full and complete across-the- 
table discussion between representatives, of the Department of Defense and of American 
business as to the basic principles involved© 

It is apparent that wherever the draft adheres to cost principles some encour- 
aging and constructive progress has been made. The proposal has liberalized the treat- 
ment accorded contributions and donations and it now specifically covers a number of 
cost items which do not appear in the current Section XV of ASPR^ The inclusion of the 
latter, however, merely represents a formal recognition of costs which have been re- 
cognized as allowable in the paste 

The proposal falls far short of following "generally accepted accounting 
principles and practices," even more so than the current Section XV^ An. unjustifiable 
disinclination on the part of the Government to share in the normal costs of doing 
business, from which the Government derives clear and demons tr a table benefits, still 
pervades this draft. Most of the expenses in the tmallowable categories are normal 
and regular costs of doing business and they, as well as those costs which can be 
directly allocated to a particular contract, contribute to the productive ability of any 
business enterprise. All of the enterprise's customers, including the Government, share 
in benefits which derive from a firm's productive capacity and efficiency and these 
benefits are no less real because they are indirect. 



The failure of the proposed draft to recognise "generally accepted account- 
ing principles" is pointedly indicated in the following respects r 

(1) The draft would require the imposition of hindsight judgment of military 
audit personnel in reviewing the reasonableness of management decisions* 
The clue to this is set forth in Section l5-201.b(iii) This provision 
should not be made any part of a document used for cost de termination • 

. (2) Throughout the proposed draft there is interjected a requirement that the 
auditor evaluate the equities of the situation, in addition to his usual 
function of measuring the reasonableness of the amount and the proper 
allocability of the item** Section X7 should be limited to indicate types 
and amounts of cost which are or are not allowable in cost type contracts 
and it should not be made an audit manual for the various services • 

(3) In the treatment of compensation for personal services and research and 
development expense, the Section arbitrarily discriminates against con- 
contractors with more than 2^% government business o If the specific cost 
items are reasonable in amount and properly allocated to all of the 
contractor's business, the cost item should be an allowable cost, rec;:ard- 
less of the degree of government business© The proposed procedure would 
discriminate particularly against small business and against the indivi- 
dual employees of any company x^ith more than Z% government business • 

(U) In the attempt to "define, delineate and clarify cost determinations 
of individual items," the draft has entered into a detailed treatment 
which apparently is an attempt to cover peculiar circumstances of 
"special cases" this results in arbitrary, unilateral and artificial 
determinations of allowable costs which is not consistent with sound 
business practice and is very unfair to government contractors « These 
unjustified and inequitable restrictions and limitations appear through- 
out the draft of which the paragraph on compensation is a glaring example • 
It would be more logical and equitable to cover these special situations 
at the time of negotiation of original contract terms© 

(5) In many cases the determination of allowable costs has been conditioned 
upon authorization by special contract provision or by written author- 
ization of the contracting officer, which is wholly unsatisfactory and 
unrealistico This would involve special negotiations on individual items 
which would not only be time consuming but also costly in contract 
negOLiations. 

The draft also fails to cover certain subjects contained in the present Section 
XV including the use of standard costs, the use of predetermined overhead rates, moving 
and rearrangement expenses, relocation expense, subsistence and housing of employees, 
commissions of bona fide sales representatives, and the cost-sharing of research projects 
with educational or other non-profit institutions. 

In the attached report the members of our Accounting and Auditing Committee 
have treated each section individually, setting forth first their comment regarding 
the ^Section and suggesting where applicable. a proposed revision in which deletions are. 
indicated by strike-outs and new material indicated by underlining^ 


While an effort has been made to state the position of the committee and 
its reasoning in each section of comment, we firmly believe that it would be highly- 
desirable to schedule a Joint industry-military conference for discussion of tne 
basic principles involved and the treatment of individual items o We strongly 
reconimend that this be done and are prepared to send representatives to such a 
meeting. 


Cordially, 



Frank !• Fuller 
Committee Executive/for 


Paul Ao Reck 
Chairman 

National Security Industrial Association 
Accounting and Auditing Committee 

Enclosures r 10 copies 

cc: "All members: 
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'' ^ ' NSIA SUGGESTED REVISION TO " 

) DOD DRAFT 3/23/55 SECTION XV 

10 June 1955 
15-200 - SCOPE OF PART 

Coniment ; The paragraph as written carries on the same problem which has been serious in 
the past and unless corrected may well continue to be serious in the future* This problem 
is the misapplication of Section 2V to other than cost type contracts. This serious 
[problem has been the subject of many discussions with the services ever since Joint Letter 
#12 dated 5 August 19U9 was released together with later varying interpretations from 
Individual services o It is very important to give a clear prohibition in this first 
paragraph of the revised Section XV against the use of the Section to other than cost type 
contracts* 

In addition^ it is not clear what is meant by "commercial type accounting systems" 
Dut it is believed that this merely covers the general manufacturing and engineering company 
as distinct from certain organizations such as schools, universities and the like* If there 
is a different interpretation by the Section XV sub-committee this likewise should be ex- 
plained to the contractors* 

Suggested Revision : 

This part sets forth principles and s tardards for the determination and allowance 
of costs in connection with cost-reimbursement type contracts and cost-reimbursement type 
subcontracts thereunder for procurement of supplies, services and research and development 
jj^ork with organizations having commercial type accounting systems* However, this part does 
not apply to contracts for facilities, construction and architect-engineer services related 
to construction, nor does it apply to fixed price type contracts including price redetermin- 
ation and incentive type contracts * Similarly, this Section does not apply to the termina- 
tion of contracts which shall be governed by the provisions of ASPR Section VIII> 

- 1 - 
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Page 2. NSIA SUGGESTED REVISION TO 

DOD DRAFT, 3/23/55 SECTION IV 

15-201 - BASIC PRINCIPLES AND STANDARDS 
Comments (a) No comment* 

(b) The inclusion of item (iii) '^exercise of good business judgement in incur- 
rence of cost** is most objectionable since it attempts to convert the set of cost principles 
into a tool for enforcing the Government's ideas of what constitute good management policies 
and therefore shoiils be deleted* The inclusion of this point would encourage auditors and 
contracting officers to substitute second guessing in their judgement (many times after-the- 
fact) for well established policies of a contractor* Obviously, such a provision should 
never be made a part of a document used for cost determination* Moreover^ this position is 
completeiy contrary to the principle defined by the Board of Contract Appeals, in the 
Swartzbaugh Manufacturing Company case which held that •'the executive officers of a contract- 
ing corporation should be allowed to exercise the judgement on which their stockholders rely 
and on which, among other factors, the Government has also relied in placing the negotiated 
contract* If there are other ways of doing the same thing it is not normally the function 

of the contracting officer to siibstitute his own judgement by disallowing costs because 
some other approach to the problem might be preferred* " 

It is recommended that clause (iv) be deleted on the prounds that the Government 
has adequate s^eguard through the application of the tests of reasonableness and generally 
accepted accounting principles and practices as covered by cla\ises (i) and (ii)* This pro- 
vision is therefore redundant* 

Item (v) should be amended to broaden the clause that special agreements may be 
entered into on items of cost and covered by specific provisions in the contract*. Con- 
sequently, the wording should be amended to give effect to these special provisions* The 
use of standard costs is not covered and it is also desirable to make some definite state- 
ment to permit such costs where consistent with the contractor's accounting practice* 

(c) The words "accruing to^^ should be changed to "received by" to be consistent 
vith p&st interpretation and to permit a basis which is normally more consistent with the 
NSIA 6-20-55 
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contractor's accounting practices. In addition the provision made for the proper credits 
to the Government in the draft is too restrictive and not practical in the case of many- 
credits which do not lend themselves to direct allocation to individual contracts • 

do A suggested addition has been added to this clause to make clear that it 
is not the intent of this regulation and the proposed revision to require changes in the 
contractor's accounting practices and procedures which are now properly being applied. 
Suggested Revision s 

a. Composition of Total Costo The total cost of a cost-reimbursement type 
contract is the net sum of i^l) the allowable direct costs, (ii) the properly allocable 
portion of allowable indirect costs and (iii) applicable income and other credits^ 

ba Factors Affecting Allowability of Costs o The factors to be considiered in 
determining the allowability of costs include (i^reasonabDeness, (ii) application of 
generally accepted accounting principles and practices, 4iii5»-eMereiee-e#-gee4-^Heifte&© 
5H6igmeHt-iR-iHeuPFeHee-ef-ee6ty--(iv)-BignifieeHt-deviati©H6-iH-th 

ef-the-eeH%rae%ep-whieh-s^b8taR%iaily-ineaf»ease-%he-eeR%?ae%-eest6y-aHd-4v)- (iii) any limit- 
ations as to types or amounts of cost items set forth in this Part 2 of Section XV or 
special provisions otherwise included in the contracto The use of standard costs is 
permissible where consistent with the contractor's normal accounting practice and wEere 
proper allowances are made for variances ♦ 

Co Credits > The applicable portion of income and other credits, rebates, 
allowances^ and equivalent benefits aeex^ing-te received by the contractor and which are 
related to any allowed cost will be credited to the Government ei%hep-as-a-yedtte%ien-in 
eeH%pae%-ee©%-ey-by-e-ea9h-pefHHdj-a9-apppeppia%e in accordance with methods consistently 
followed by the contractor o 

d» Contractor's Accounting System* The requirements concerning record keeping 
and approval of the contractor's accounting procedures and practices are set forth in 
the "Records Clause" (See ASPR 7-'203e7)* It is not the intent of this part to require 
the contractor to change its accounting procedures and practices that have been previously 
accepted for determining costs under Government contracts o 

lg-202 DIRECT COSTS 

Comments This paragraph has been modified to avoid any implication that the auditor 
is in a position to dictate to the contractor the accounting system to be used under 
Government contracts© It is understood that Section IV should not require changes in 
an accounting system which conforms to generally accepted accounting principles and 
practices and is consistently applied o 
NSIA 6-20-55 
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The omission of "or with other work of the contractor" is suggested as it 
does not add anything to the particular sentence * 

In the next to the last sentence the words "within each separate unit 
engaged in mixed production" have been added to take care of large companies with 
several operating divisions which are engaged in the manufacture of different product 
lines and possesa virtual operating autonomy. 

The addi-tion of "prevent duplicate charges" is intended to define what is 

understood to be the objective of the particular sentence in which this has been included* 

Suggested Revision: 

Subject to the provisions of paragraph 15-201, allowable direct costs are 
those items of cost, or aggregate thereof, which can be identified specifically v;ith 
any objective, s^irvice, program or project under the contract and are chargeable 
dir^ictly thereto* Ma^'or Items of cost readily identifiable with the contract 
eF->?itft-e%kep-wep:*€-ef -^he-eeft^paetep should be charged directly thereto. This prin- 
ciple luay often be applicable to such elements of expense as freight, travel, commu- 
nications, enginoering services, etc., as well as the normal items of materials and 
productive labor* However, when the contractor is engaged in mixed production, this 
principle must be applied consistently within each separate unit engaged in mixed 
production to the costing of both defense and non-defense products or services, in 
orcir^r to produc:^ eauit?,"::le results and prevent duplicate charges . When the accounting 
expense of direct costing of minor items would exceed the resulting benefits, individual 
itar.s, ot-'ervTio^j alloi^aVle as direct costs, may be treated as indirect expenses. 
However 5^ this pr ovision s hall not be interpreted to require changes in accounting system 
which co r.forms ^Hliii' '^.bi. ^^ raily accepted accounting principles and practices and is 
con3;r5tiei:i tly ar:p l'^ei . 

1^-202.1 DIRECT MATERIALS . 

Commentt The word '-all" has been added before "items purchased" in the first sentence 
to make it consistent vrith the present Section IV as there does not appear to be any 
reason for its omission. The paragraph as now written does not apparently make allowance 
for o\erruns, etc., w.;.?.cn, of course, it is necessary to include in material costs. 
Suggested Revisj .G-is: 

The cost of direct materials includes the cost of all items purchased, supplied, 
manufac'Vi^red or fj.bricc. ted,. which enter directly into the end product or which are used 
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or consumed directly in connection with furnishing such product t aking into account 
overruns spoilage and defective work > 

I5'202o2 DIRECT LABOR 

Cornments This paragraph does not make provision for average or standard rates and 
consequently suggested changes have been made to include these rates as well as to 
eQjjninate other wording which is not subject to clear interpretation. 
Suggested Revision ; 

The cost of direct labor includes salaries and wages speeifieally-ideRtifiabi© 
wi^k-aRd properly chargeable directly to performance of contract «F-e%hep-werk-ef-%ke 
eeRta^aete?* It may also include other associated costs such as payroll taxes and 
workmen "^^s compensation insurance, where it is the established practice of the contractor 
to treat these items as a part of direct labor costs e Generally the salaries and wages 
will:;: be charged at the actual rates paid by the contractor^ However, if it is the 
contractor's consistent accounting practice to make such charges on the basis of average 
or standard rates c this practice will be acceptable if it is demonstrated that it will 
produce reasonable re suits e " 

15-202 e 3 OTHER DIRECT COSTS • . ' 

Comment? In the last sentence the word "similar" has been changed to "such" since 

"similar" is too vague and speculative and vests too much discretion in the cost 

inspector to make unauthorized cost deletionse 

Suggested Revision ? 

Where other items of cost are charged directly to the contract consistent 
with paragraph 15-202 above, the contractor must demonstrate that they are specifically 
re,lated to the performance of the contracto When, however, items ordinarily 
chargeable as indirect costs are charged to a Government contract as direct costs, 
the cost of similar such items applicable to other work of the contractor must be 
eliminated from indirect costs allocated to the contract. 

15"203 INDIRECT COSTS 

Comments 

a« • No comment*. 

bo The words "and produce equitable results" should be deleted from, the third 
sentence since this amounts to second guessing as already stated in the objective under 
paragraph 15*201(b)o It is recommended that the next to the last sentence be deleted 
NSIA 6-10=55 
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since the enumeration of specific changes is an unnecessary amplification carrying with 
it the danger of being used as a check-off list by the cost inspector<> 
Suggested Revision s 

ao Indirect costs are expenses which are incurred for common or joint objective; 
are accumulated for accounting purposes by departmental activity or other logical cost 
grouping and are charged to the contract and other work of the contractor by a process 
of allocation. Each element thereof is subject to the limitations of this part as to 
allowability • 

be No specific rules can be stated as to the method of allocation of indirect 
costs because the actual condition in each instance must be taken into account in deter- 
mining the most suitable method or methods • The objective should be the selection of a 
method or methods which will distribute the indirect costs in a fair and equitable 
manner* The method used in connection with Government contracts mustj, in order to be 
acceptable^ conform with generally accepted accounting practices^^ and be applied consis- 
tently^ aHd-'PF8dHe8«egHi%able«F0SHltSif ARy-signif ieaRt-ekaHge7-SHek-*as-ija--tk8-^Hafe^^^^^ 
tfee-b^siHe&&y-ext©Ht-©f-9H:beeH%paetiRgj-^ixed-asset-iFip.F©v0mea^-p?0^^^ 
saleS3--%he-veiiime-©,f-pF@dHe%ieH^-maa>ifaetHFiHg-pp8eess©Sj-sp 

may-Feq^iFe-FQeeHSideyatieH-ef-the-metkeds-pFevie^ 'iy-iH-Hse-%8-'detepmii=Le«wketkeF~tk©y 
eeHtia«e-te-be-8qaitabl@r Further discussion relative to allocation of the individual 
categories of indirect costs will be found in the subparagraphs below* 

I5"203al INDIRECT MANUFACTURING MD PRODUCTION EXPENSES \ 

Comments. In the first sentence, the words "necessary to" are unnecessarily broad and 
subject to conflicting interpretations by the Goverrjment and contractor and have therefore 
been changed to "incurred in"» The words "but are not limited to" should be inserted 
in the third sentence since there are many recognized methods of allocating overhead 
other than those mentioned which may be more equitable for some companies* The words 
"(exclusive of overtime premium)" should be deleted since the inclusion of overtime 
premium in the direct labor base for distributing overhead expenses has been recognized 
as a generally accepted accounting practice for many years for many companies and therefore 
a limitation should not be in these regulations prohibiting this practice when it may be 
more equitable for some contractors© 

Modification of the last two sentences is necessary in order that the 
paragraph not be interpreted as giving the auditor the right to determine what accounting 
iM'SIA 6-10-55 
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system the contractor should useo Determination of cost centers is a matter for internal 

management decisione 

Suggested Revisions 

Indirect manufacturing and production expenses consist of costs which are 
incurred in R8eee©a3»y~4e the productive process as a whole and are not readily subject 
to treatment as direct costs in accordance with paragraph 15-202. Allocation of in- 
direct manufacturing and production expenses on a time basis^ such as direct labor man- 
hours or machine hours, is a method which generally produces accuracy and equity. Other 
acceptable bases, in appropriate circumstances, include but are not limited to direct 
labor dollars, (exeiusive~ef"e¥eiP*ime-^pFemi-a«)'3» units processed and prime costs of units 
processed, iH-seme-ifistaHeeBy It may-be-neeeeeayy- is permissible to departmentalize or 
establish cost centers in order to distribute equit¥bly the indirect costs* Tk©-fae*eF6 
%^-'fee-eensideped-in-deteFmiHiHg-the-exteHt-ef-depa2»%meRt&liBa*i 
eest-eeRteyB-iRel^de-variety-af-pyad^etSf-eemplexity-ef-pyeeessee-an^ 
f*ieiii%y-reQ^i?effiSR%s-f'e*-%he-v&ri©ii6'-p3?ed^e%e'B 

15'2C3o 2 IljDIRECT ENGINEERING EXPENSES 

Comment s Changes have been suggest-ed in order to clarify the interpretation of this 
paragraph and to make the type of expenses included in engineering activities more 
flexible so that this paragraph will not be interpreted as a mandatory instruction tc 
the auditor to allow only the items specifically mentioned* 

In the second paragraph the words "(exclusive of overtime premium)" should 
be deleted since the inclusion of overtime premium in the direct labor base for 
distributing overhead expenses has been recognized as a generally accepted accouncing 
practice for many years for many companies and therefore a limitation should not be 
in these regulations prohibiting this practice when it may be more equitable for some 
contractors. 
Suggested Revision s 

Indirect engineering expenses consist ©bieJ?ly of engineering supervision, engineer- 
ing administrative expense^ and engineering general supplies^ , and such other items as the 
contractor consistently charges to engineering overheado These expenses arise out of 
engineering activities which and may include items such as product design^, tool design, 
experimental de^-elopmento manufacturing and production development, layout of production 
lines, determination of machine methods and related blueprinting and drafting. 
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Indirect engineering expenses should be allocated to the benefited activities, 
i.e., contract and other work of the contractor on the basis of direct engineering man-, 
hours expended, direct engineering labor dollars, (exelttsive-ef-eveytime-premittm^y or 
other equitable basiso Direct costs of engineering activities should be charged directly 
to the benefited activities, i.e«, contract and other work of the contractor in 
accordance with paragraph .15-202. 

15-203 > 3 SELLING AND DISTRIBUTION EXPENSES 

Comment: This paragraph as presented is unacceptable. While the present Section IV does , 
not specifically allow selling and distribution expenses it recognizes as "allowable 
indirect costs" in paragraph 15-203 and specifically disallows in paragraph 15"'205(q) 
"selling and distribution activities not related to the contract products." The hew 
provision permits an allocation of only those expenses which consist of "technical, 
consulting and such other beneficial services (including related supervision and clerical 
expenses) which are for purposes such as application and adaptation of the contractor's 
products rather than pure sellings" This is an unnecessary limitation on an item, of expens 
which should be fully allowable once it has been shown that the expense is x-elated to 
the contractor's government work# 

The philosophy that selling and distribution expenses are generally unnecessary i: 
securing government business is a viewpoint that is completely erroneous and unjustif ied© 
Although some contracting officers do recognize certain direct selling expenses, they 
endeavor to limit them to the portion which can be directly corjiected with government 
orders* However, the Government fails to recognize the indirect benefits it has taken 
advantage of in being able to place orders for either standard commercial or especially 
designed products with companies which, through expenditures for advertising^ sales 
promotion and sislling activities, have the capacities to produce efficiently and quickly 
the requirements of Government that otherwise could not be possible without tremendous 
expenditures and extended delays. Before revision, this paragraph states that selling 
and distribution expenses are unallowable unless a "reasonable demonstration of benefits 
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to Government contracts" can be showno The suggested rephrasing switches the emphasis 

from generally unallowable to generally allowable o Since bidding expenses are recognized 

as allowable items of cost in l5-20ii.33 it is believed that other types of selling and 

distribution expenses should be treated in a like manner. 

Suggested Revision 

She-e3{peR6es-iH-%hi6-gpeHp-eeH6i8%-ef-iteme-whieh-repi»eseH%--%he-ee6%--ef 
Rapke*iHg--%he-eeR%3?aetep^B-pre€lHets-aHd-iReliide-saie9-pp8me%ieHj-advep*i6i^ 
eeete-aRei-etfeep-related-itemeT — SeReyallyj-eHeh-eKpeReee-ape-Ret-eeReideped-te-be-allewable 
aB-e-ehapge-%e-S©vepRffieR*-eeB%-peimfeHFeemeR^-type-eeRtpaet8-fep-%he-peaeeR-*hat-map^^ 
iR-*k6~ep^iHa3py-e©imepeial-seR6ey-is-R©%-Re€esBapy-f©p-deiRg-feH6iRe6B-wi*h-*^ 
H©weveP3P-depeRdeR4-Hp©R-a-pea68Habl©-deK«R6%pa%ieR-©f-feeRefit6-*©-&evepRMeR*-eeH%pa 
aRd-BHte36e%-%e-%he-e*hep-ppeviBieRB-ef-%hi6-pap*y-%hepe-may-fee-aR-aileeatieR-te-g 
meR%-weFk-ef-=feke6e-expeRBeB-iR-*his-eateg©py-whieh-e©RBist-ef-%eehRiealy-e©RBHl%iRg- 
BHeh-.©*hep-feeRefieial-Bepviee6-4iRelHdiRg-peia%ed-6upepvi6ieR-aRd-elepieal-eKpe^^ 
wliieh-ape-fep-pHppe9e6-BHeh-a6-applieati©R-aRd-adap%a%ieR-©f-%he-eeRtpae%ep-ie-pp©dtte%e 
pa%h8P-tkaR-pupe-66iliRgv — SHeh-eests-Bh©Hld-fiPS^-be-all©ea%e6[-fee%w©eR-%he-€eR%pae%8pJ'e 
e8imepeia±-liBe-aHd-it8rG8vepRmeR%-e©Rfepae%SF--The-aH©HRt-all©ea%e 
%heR-fee-ekapged-te-%h6-iRdividHal-e8R%pae%B-eR-aRy-eqHi%able-basi6» — Beeanee-ef-the 
6peeial-pp©feieffi6-%kat-apiee-iR-tki8-apeey-i%-is-HSHally-€[eBipakle-fep-%ke-e8R*pae%©p-*8 
ideR*ify-iR-i%s-peeepd8-fey-meaR6-8f-6HkaeeeHR%6-ep-©%kepwiBej-~%ke-i%enB-ef-%heee 
e©RBideped-pp©peply-ail©eatele-*8-S©vepRmeR%-e©R%pae%8F 

The expenses in this group consist of items which represent the cost of 
marketing the contractor's products and may include such items as contract or order 
administration^ negotiation^ liaison between Government representatives and the 
contractor- s personnel^ advertising^ distribution costs and other like services# Such 
expenses are allowable as a charge to Government cost reimbursement type contracts 
where it can be shown that they are related to the contractor's Government business and 
that the method of allocation is reasonable o 

1^-203 oil GENERAL AND ADMINISTRATIVE EXPENSES 

Comments The major portion of this proposed paragraph has been deleted since the sentences 
deleted do not add anything to the interpretation which is covered by the first two sentences • 
In addition, the listing of the factors to be considered in reaching equitable results is 
not clear in meaning and any application thereof could only lead to confusion. In the 
third sentence item (i) would seem to require auditors to review each cost item in the 
G & A account and to test it as a percentage of total cost of Government contract 
performance against the percentage that the same item represents in the total cost of 
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non-government work. The scrutiny of individual items and the test prescribed is 
inconsistent with the provisions of paragraph 15-203 calling for the distribution of 
indirect costs in a fair and equitable manner conforming with generally accepted accounting 
principles consistently applied, and producing equitable results. The provision in (ii) 
seems to require the auditor to further check individual items of G & A expenses to 
determine whether they are distributed in relation to the G & A effort involved in 
government work, as contrasted with non-government work. In addition, it is difficult, 
if not impossible, to see how the factors of inventory levels and ratios could possibly 
affect the equitable distribution of this type of expense. 

G & A expenses are those items which by their very nature cannot be identified 
with any particular contract or business and hence must be allocated arbitrarily« The 
test prescribed in these sentences, while they might have application to burden items, 
are not applicable to general and administrative expenses • Such a position would be 
inconsistent with the provisions of paragraph 15-203 (b)o 
Suggested Revision s 

General and administrative expenses consist of costs incurred in the overall 
management, supervision and conduct of the business© Any recognized method of allocating, 
general and administrative expense is acceptable provided eguitabl© reasonable results 
are thereby obtained* Seme-ef-the-faeteps-tha^-eha^did^peeeive-eeHsiSeFaile^^ 
wkethep-tke-F8S^ilts-ape-eqHiiable-ap8-4i)^-the-ees%-pa^^ePH-0f-=fehe-&9veFHm 
(>that-iSj-%ke-peFeeHtage-9f-%ke-tetal-ea8t-ef-the-e8R%paet7-eKsiusive-8f-g8Hepal-aRd 
admiHis%pa'feiv©-8Kp8HS8Sj-pepP8seRted'-by-ea8k-8^~the-seveFal-e96t-e8mpaH8HtS'-tk8Psef 
pelatiea-te-tke-eest-pattePH-f 8P-4k8-plaft*-8P-a8%i¥ity-a&-a-wk8l8y4a 
eb388tive-8f-di8%pikH%i8H-8f-%k8e8-expeHS8S-iH-apppeKima%8-pa^ie-*0-4k8-g8neFal^ 
admiHis%Fa%ive-eiff8P%-iRV8lv3d-iR-%k8-We-ea%egeFi8s--ef-w8pktr — lR-addi%i8Rj-e8Reid8P&ti9a 
skeHld-be-givea-te-aHy-sigRi^ieaR-fe-vapiatieRs-ef -iRveR^epies-befeweea-aeeeHRfe^^ 
vapia%ieRS-ia-%ke-pa*4e-8ig-88R%Fa8%-iRveRte8Py-level8-^9-all-8tkep-iRV8n^8py-ley^ 
aHy-8%keF-FelevaH%-fa8%8Ps-8Hek-as-%hese-meR%ieaad-iH-paFagFapk-i.5-20348)-T 

l$>203o$ BASE PERIOD FOR ALLOCATION OF INDIP£CT EXPENSES 

Comment: This paragraph as presented is. ambiguous as well as impracticalo It appears to 
leave the door open to auditors and contracting officers to indicate base periods which 
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must be usedo Where the base period is representative of the period of performance 
and is sufficiently long to a -void inequities in allocation of costs, the contractor's 
system should be acceptable© 
Suggested Revisions 

The base period for allocation of indirect expenses &h©ttld-appp©ximate-%he . 
pepi&4-ef «e©Htpaet-perf©FmaH©©-©p should be representative of tfeat the period of . 
performance and 5b©-.ba&e-pe.pi©d should be sufficiently long to avoiSTjiequities^in the 
allocation of costs* 

l5-'20li APPLICATIONS OF BASIC COST PRINCIPLES AND STANDARDS TO SELECTED ITEMS OF COST . 
Comments It is believed that the suggested revision will clarify the factors to be used in 
determination of allowability better by actual reference to Section 15-201 rather than 
by the general statement made in the draft. The principles and standards of 15-201 are 
also applicable to items not specifically covered* 
Suggested Revision g 

This paragraph states, in some detail, applications of the basic cost principles 
and standards set forth in the preceding paragraphs of this part to certain selected items 
of costo The statements herein apply irrespective of whether the particular item of 
cost is treated by the contractor as direct cost or as indirect cost. Failure to mention 
any particular item of cost herein is not intended to imply that it is either allowable 
or unallowable. With respect to those items not specifically covered, as well as all of 
the subparagraphs below , determination as to allowability will be made in the llgnt or 
the basic principles and standards, aRdy-^wkeF©-appp©ppiatey-tb©-tpeatw0at-of-similaxi-op 
ii©lat©d-iiemg-iR-tkiS-PaFtfF as set forth in Section 15"201> All-of-the-.subpa2?aga?aphs-b©low 
aFe-'Subg-eet-^e^^tke-bas^e-ppiHeskpises-aacl^^asG^apaLs-se^-Qu^-ain 

l5"20Ucl ADVERTISING 

Comments The draft of this paragraph is not equitable to the contractor in that, except 

to a very limited extent^ it makes no provision for the recovery as cost under Government 

cost type contracts of all types of advertising expenses to the extent allocable to 

Government- business. Modification has been made to give effect to changes to provide a 

more equitable treatment. 

Such advertising results in the dissemination of technical information to industry 

and the deletion under item 1 is therefore recommended since this is an \mnecessary 
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qualification which cannot be evaluatedo 

Item 3 has been added covering "institutional" advertising where the primary 
purpose is to promote the name of the company rather than individual products, which 
likewise is important in maintaining the company's facilities, trained personnel and the 
like. In fact many times it acts almost the same as help-wanted advertising as it. estab- 
lishes in the minds of certain personnel, particularly professional people such as.- 
engineers, a pride in their company or a desire to become associated with such a company* 

Item k has also been added to cover other industrial advertising from which the 

Government also derives benefits • The Government has consis t::r.tly failed to recognize 

except in very limited situations the advantages they derive .^rom facilities which have 

^been built up over a period of time which is the result of many factors* very iir^Dortant 

of which is advertisingo It is well recognized that advertising has been very important 

in creating volume production, which now means that large indas-rial plants have been 

made possible with reservoirs of trained personnel, good facilities, know-how and all of 

the other requirements for successful production operationso VJhere advertising- programs 

have been consistent over a period of years, there is no fundamental justification 'for 

the Government not to bear a fair share of the current cost of iridus trial advertising. 

Suggested Revision s 

Advertising expenses include the costs of advertisir.;: mec.ia and corollary 
administrative expenses* Advertising media include magazines, r.ewspapt^rs, radio and 
television programs^ direct mail, trade papers, outdoor advertising':, dealer caros and 
window displays, conventions and exhibits, free goods and sampies, and sales literature* 

ao The following advertising costs eiily are allowable ^ 

1. Advertising in trades and technical journals, provided such advertising 
does not offer specific products or services for sale but is placed ^ey-the-pttppdsa-ef 
0ffepiHg-fiRaH8iai-supp9F*«td in journals which are valuable for the dissemination of 
technical information within the contractor's industry. 

2. Help wanted advertising, as set forth in paragraph l5-20U*33o 
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3« Institutional advertising^ which is defined as advertising the primary 
purpose of which is to promote the name of the company rather than individual products o 

ho Other advertising directly or primarily relating to the advertising of 
the contractor's products in accordance with a regularly established program and to the 
extent reasonably allocable to Government business^ 

15-20ii>2 BAD DEBTS 

Comment g Collection expenses referred to in this section should be limited to those 
collection expenses related to uncollectible customers' accounts^ The phrase "and other 
claims" is subject to broad interpretation and could be construed to include eraplc^ees' 
accounts and similar items which are a normal cost of doing business and hence should be 
allowable Q 
Suggested Revisions 

Bad debt expenses consist of losses (whether actual or estimated) arising from 
uncollectible customers' accounts «nd-e%her--ela5ffl5©=, and include related collection expenses 
and related legal expenses* These costs are xinallowable • 

l5-20lio3 BIDDING EXPENSE 

Comments In the last sentence the words •'only" and "equitable" might be interpreted to 
impose undue restrictions on the allowability of this class of expenses. The costs 
should be allowable if reasonable and properly allocated. 
Suggested Reyision g 

Bidding expenses are the costs of preparing bid estimates on potential contracts 
or projects, including the development of engineering and cost data necessary to support 
the contractor's price proposal or estimated cost of work performance. Bidding expenses 
of the current accounting period of both successful and unsuccessful bids normally will 
be treated as indirect expenses and allocated currently to all business of the contractor, 
in which event no bidding expenses of past accounting periods will be chargeable to the 
Government contract. However, the contractor's established practice may be to treat 
bidding expenses by some other recognized method. Regardless of .the method used, the 
results obtained may be accepted os^ if found to be reasonable .^^an^wjm-babie* 

l^-20Uoli CAFETERIAS3 DINING ROOMS3 AND OTHER FOOD SERVICES 

Comments This classification has become a widely used and generally accepted cost of 
doing business. Such programs have been generally adopted where they prove of direct 
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benefit to the operations of the contractor^ The expense of conducting the^e operations^ 
which is a form of fringe benefit which employees expect^ should be clearly allowable 
and should not be dependent upon an intention of the contractor to operate the services at 
either a profit or no losso The gains and losses should be allocated to all benefited 
activities and losses should be allowable subject only to the test of reasonableness and 
allocability* This class of expense should not be limited to operations conducted «at the 
contractor's facilities" because frequently cafeterias or dining rooms and similar services 
are provided off the premises due to space limitations or the existence of desirable facil- 
ities conveniently located near-by* 
Suggested Revisions 

This class of expenses consists of cost^ less revenue^ of operating or furnishing 
facilities for cafeterias^ dining rooms*, sales stores^ canteens j, lunch wagons^ vending 
machines or other types of services for contractors ^mployees*^ (a%-%he-eea^2»ae%@?^9 
faeiiiti^saw Profits accruing to the contractor from the operation from these services 
whether operated by the contractor or by a concessionaire^ will be treated as a credit to 
costs of all production within the contractor's plant in liiich the services are furnished^ 
except for services from which the profits are irrevocably set over to an employee welfare 
organization of the contractor in amounts reasonably useful for the benefit of the employees 
a*-'bhe-bid-leea*iens' Reasonable losses from operation from such services are aliovable© 
wh©a-i*-i9-de^epmi?ied-%hat--the-eentrae%er"is«±n%eRdiHg-'%e-epe?a%e-'^^ 

er-pref itv The gains or losses from these services must be appropriately allocated to all 
activities benefited including Goverrjnent contracts <> When-staek-©e2?vieee"a?e-i:H%en*iaaaiiy 
furnished-at-a-iess tefthe-'Contraetep|'^'iess39-©n-s^eh-epe)?atic)n'"wiii~net-^^ 
ees^f-uniese-atxtherised-by-speciai-een^raet-provisienv 

l$-20Ue$ CIVIL DEFENSE 

Comments: It is recommended that the words ^on the contractor "'s premises be deleted from 
the third sentence since bomb shelters and other civil defense measures may not necessarily 
be located on the contractor's premises a 

In the public interest^ many contractors enter actively into civil defense 
programs of. their community^ even to the extent of loaiiing equipment and personnel to 
take part in the over-all program. This is especially true where the contractor is the 
predominant industry in the community. Therefore^ objection is made to the inclusion 
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of the final sentence of Section l5-20ii*5 since civil defense is a community responsi- 
bility and should be encouraged rather than discouraged^ 
Suggested Revision : 

Civil defense costs are those incurred in the planning for and the protection 
of life and property against the possible effects of enemy attack. These costs are generally 
incurred pursuant to plans developed by local and state civil defense authorities© 
Examples of civil defense costs include cost in excess of normal plant protection expenses 
and may consist of first-aid training and supplies, fire fighting training and equipment, , 
posting of additional exit notices and directions and other approved civil defense 
measures. Reasonable costs of civil defense measures undertaken eR-4ke-eeH%pa€*e2?J-6 
preff.ises pursuant to suggestions or requirements* of civil defense authorities are allowable 
when allocated to all work of the contractor. In th6 case of capital assets, acquired 
for civil defense purposes the costs thereof will be depreciated over a reasonable number 
of years in conformity with generally accepted accounting principles • Exeept-as 
6peeifie£lly-py6vid€d-iR-%ke-eeR%j'ae%-eeR%FifeH%ien6-%e-leeal-eivii-d^ 
3ee%6-fie%-eH-4ke-eeR%F&e%e3?J-6-pFemieeB-ape-URalleH&feler- 

l5-20li.6 COI^ENSATION FOR PERSONAL SERVICES 

Comment: The present Section XV provides for the allowance of compensation for personal 
services, subject only to the test of reasonableness of the total compensation for the 
services renderedo The proposed Section departs very radically from this concept and 
requires the Government auditor not only to subject total compensation to the test of 
reasonableness, but also to inquire into and reject certain specific elements or methods of 
ccmpensationc In effect, it would substitute the judgment of Government audit personnel 
for the judg?nent of the management of industrial concerns in determining the methods used 
in compensating employees* This approach is completely at variance with generally accepted 
accounting principles and practices which have always regarded any form of compensation 
for personal services rendered by employees as an ordinary and necessary cost of doing 
business. Current compensation also has been recognized consistently by the Internal 
Revenue Code subject to tests of reasonableness which have been well established under the 
regulations and court decisions <. 
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The allowability for Government contract cost purposes of the compensation paid 
to individuals should be tested only by the reasonableness of the total compensation paid 
in light of the services. rendered. ^ The manner in which the compensation is determined 
or paid is a matter of management judgment which, the Government has no right to question and 
should not attempt to usurp* If, for example, $15,000 is reasonable compensation for a 
given Job, and conqDany A pays this amount in straight salary, while company B pays $10,000 
in salary and $5,000 in bonus, incentive or profit-sharing, the total compensation paid 
by company B should not be subject to question or disallowance merely because of the 
technique en?)loyed. Where the total compensation is reasonable and necessary to attract 
and retain capable personnel, it should be allowable* If it is not reasonable, it should 
be questioned and a reasonable amount arrived at by negotiated agreement* The burden of 
proof of unreasonableness in any individual instance should be on the Government and its 
representatives should show a realistic basis for setting aside any portion as unreasonable 
in amount* 

The proposed Section completely fails to recognize that over the years a 
number of different techniques have been developed for arriving at the total compenssi'tion of 
individuals and that these techniques are widely employed by defense contractors. A 
current survey on compensation methods conducted by the American Management Association 
shows that of 2,35U companies included in the survey, 59*2^ were utilizing bonus, incentive 
or profit-sharing plans in 1953o Payments under these plans averaged hS% of the salaries 
of those who received them* Of 1,70? manufacturing companies, ^3% had such plans in 
effect. During the same year retirement programs were in effect in $8% of the 2,35U companies 
covered by the survey* 

These statistics serve to emphasize that bonus and incentive plans, profit-sharing 
plans and retirement and pension plans, are in wide-spread use, as are insurance programs, 
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deferred compensation contracts and stock option programs. These programs generally 
have been adopted with an emphasis on incentive features and the selection of particular 
-plans has been dictated by the needs of the business and by variations in the complexity, 
volume and other aspects of the business. Adoption of such plans provides stability in 
basic salaries while offering flexibility and incentives for stimulating efficiency in 
meeting production schedules, maintaining high standards of quality and keeping operating 
costs within budgets. All of these results have been of a very real and direct benefit 
to the Government e 

In its treatment of specific elements of total compensation, the proposed Section 
contains provisions which in their application would, of necessity, be arbitrary, 
discriminatory and wholly inequitable as between contractors • Certain of these 
provisions would have the effect of discriminating against small businesso The following 
comments and suggested revisions are offered concerning the individual subparagraphs of 
15-20U.6. 
l5-20Uc6a 

Comment: The definition should be expanded to include all the various elements of 
compensation, specifically including bonuses and pension and retirement programs. 
Suggested Revision : 

This item includes all remuneration paid or accrued, such as , salaries, wages', 
bonuses, incentive and deferred compensation, stock options, pension and retirement 
programs and other fringe benefits for services rendered to the contractor by employees 
as well as fees paid to directors and committee members. Subject to specific lijnitations 
set forth hereunder, such costs are allowable when the total compensation is reasonable in 
light of the services rendered « 

l5-20U>6b 

Comment: The language of the paragraph would indicate that compensation of management 
officials is always suspect under certain conditions • Regardless of the presence or 
absence of these conditions, the compensation should be allowable if reasonable. It is 
also believed that this paragraph should set forth the test of reasonableness* 
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Suggested Revision : 

Generally, the artiount of compensation established by the contractor will be 
considered commensurate with the services rendered* HewevePy-eeiRpeHBatieR-ef-iHdividHals 
BHeh-aB-e8ppepa*e-effieial8y-di3?ee%ep9y-exeeHfei¥e8,-depaptmeR%-head8y-^^ 
pp8pFieteps-may-be-8«b3ee%-t8-8peeial-eeRsidepa%i8H-dHel-l3d^^ 

e8HfeFae*-e88%-pHa?p88es-wheFe-aiR8ttHt8-appeaF-^Kee88iv8y — Seme-eifettatiefta-whieh-may-give-Fis© 

%e-exe©&8ive-e8npeft8a*i8n-aFe-wheFe-fi)'-%he-iHdiVidHal-8F-mem 

ewH&-8F-i8-e8i«mi**ed-%8-a©q>iiFe-a-8Hb8*antial-fiHaHeiai-M^ 

erganiaa%i8nt-8F-(ii>-9w«ep9hip-e^-%he-e8n%Fae%8F-i8-lami%ed-%©-a-8mali-e8he8ive-gF8Hp 
4iii>-*he-v8ltime-©f-SeveFHmeR*-een*Fae*9-wheR-Fe4a%ed-%8-*he-eeH*Fae%8F^s-%e*^^ 
a.a-8iieh-a8-%8-iRf4tt©Ree-%he-am8ttR%-ef-e©mpeRsa%ieRv Compensation will be considered 
reasonable where the total compensation, including fringe benefits, is commensurate with 
the total compensation for similar services paid by other companies in the same line of 
endeavor* Compensation of the management of closely held corporations, and of partners 
and sole proprietors will be scrutinized for reasonableness where the individual or 
member of his immediate f a mily owns or has a commitment to acquire substantially all of 
the ownership interest in the contractor's business * 

l$-2QUa6c 

Comment: The iissuance of stock options to key emp.loyees of corporate management is a 

practice of many business corporations and it is a rapidly growing trend. Such options 

serve as an inducement to such employees to stay in continuous service in their businesses 

and share in the corporate successes achieved. Cost of such options is recognized as a 

business expense for tax purposes and likewise should be allowed as an expense of doing 

business under contracts with the Government* 

Suggested Revision: 

The cost of options to purchase stock of the contractor corporation granted 
to employees is rb* allowable as an item of cost* 

l$-20Uo6d 

Comment: The provisions of this section which deals with currently payable bonuses and 
other incentives, as contrasted with deferred payment benefits, have incorporated some of 
the restrictions applied by the Internal Revenue Code to deferred compensation techniques. 
Such restrictions should not be applied to currently payable bonuses. Moreover, the 
section is redundant in that it includes certain of the standard tests of allowability 
already included in Section 15-201. It is believed that this section should cover all 
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types of currently payable bonuses and other incentives and that such expenses should 
be wholly allowable when properly allocated and when total compensation does not become 
unreasonable^by virtue of such payments* Accordingly, the section should specifically 
recognize management incentives, as well as other bonuses and production incentives o (See 
attached statement on "Allowability of Management Incentive Bonuses for Contract Pricing 
Purposes"' previously filed with the Government.) 
Suggested Revision ? 

SHb3eet-te-the-pFevisiens-ef-SHbpayagpaph--e-beiew bonuses to employees, such as 
production incentives, management incentives and suggestion or safety awards, represent 
a part of their total compensation and are allowable when appropriately allocated, if 
they are: 

1. Paid pursuant to an a3?m&-lehg%h agreement entered into in good faith between * 
the contractor and the employees before the services are rendered, or pursuant to an 
established plan consistently followed by the contractor which constitutes, in effect, 

an implicit agreement on the part of the contractor. 

2. Reasonable in amounts when considered as part of total compensation. 

3* Paid for current services actually rendered by employees. 

h* ATailable-to-all-empleyees-ef-the-een%rae%er-er-te-all-empleyee©-wi%hin--a 
grettp-6r-9alary-elassifieatieft-whieh-±s-net-tt»easeRably-3pes%rie%e€lF 

Allowable as an ordinary or necessary business expense for tax purposes.^ 

6. Not restricted to officer or other employee stockholders or are not dis- 
tributed on the basis of stockholdings. 

Te*al-eiftpleyee-eempensatien-ie-peaseRable-in-ameHn%-feF-eHeh-seFvieeer 

l5-20l|.6e 

Comment: J^rof it-sharing or incentive compensation plans, stock bonus plans and stock 
option plans are all an integral part of compensation for services, along with fixed 
salaries, and are considered necessary business expenses for tax purposes. These plans 
provide a part of total compensation essential to attract and retain managerial talent 
under present day tax, and executive market conditions. The market place for managerial 
talent knows no distinction as to type of business unless, indeed, a premium need be paid 
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for the talent necessary to handle the complexities of all phases of work on Government 
contracts* 

Allowability for tax purposes is set forth in subparagraph d, as one of the 
criteria in determining allowable contract costs. Disallowance of carry-over provisions is 
inconsistent with the intent of subparagraph d# 

The last sentence of sub paragraph (2) (ii) should be revised to provide that 
forfeitures will be taken into consideration in determining the costs currently allocable* 
The effect of forfeitures under deferred distribution profit-sharing plans will be so 
infinitesimal in relation to total contract cost and so small in dollar amount as to 
make it unwise to require any special agreements regarding them, ^t is believed that it 
would be much easier to administer a policy which would merely call for their being 
taken into accoxmt in determining currently allocable costs. 

The provisions of subparagraph (3) should be deleted. If the plan meets all of 
the other tests prescribed,- the degree to which the contractor is engaged in Government 
work should not be an element* If the cost is automatically a good cost for contractors 
with up to 2% Government business, it should be equally good for a contractor doing ^ 
higher percentage of Government business. Subparagraph (3) requires the application of 
an arbitrary, discriitiinatory and wholly inequitable criteria and would involve burdensome 
and costly negotiations on each individual contract. . It would discriminate particularly 
against many business concerns whose business is predominantly with the Government and 
who have been valuable Government suppliers. It is also particularly discriminatory and 
inequitable when applied against the small business organization, whose business may 
fluctuate widely above and below the 25/6 figure. It is believed wholly unnecessary in 
light of the other requirements of the section and of the requirement of the over-all 
test of reasonableness and allocability of total compensation. 
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Suggested Revision: 

Ic As used herein profit-sharing is construed to be any plan (immediate or 
deferred-regardless of method of payment or participation) which includes, in whole or in 
part, a formal sharing of profits or is in any manner measured by dependent upon or 
contingent upon profits 

2.' The cost of profit-sharing plans shall be allowable under the following 
conditions: 

(i) Compensation payable under immediate distribution plans is allowable 
subject to the criteria set forth in subparagraph do abeve-aad-gr-belewr 

(ii) Employer contributions under deferred distribution profit-sharing 
plans, to be allowable costs, must meet all pertinent conditions set forth under 
subparagraph d« above wwl-gr-belew and, if subject to Internal Revenue Service 
consideration, must have their approval* Ihe-earyy-evep-ppevisieHS-ef-%he-pegHl&%ieH« 
ef-IntepRal-ReveRue-Serviee-witk-pe8peet-%e-een%pibu%ie*fi-uHdep-qHalifi^ 
distPifetttien-prefit-sharifig-plans-shall-ne%-be-reeegniaed-£^ 

de%epmiHa%ieR-pHppeseeF Forfeitures of non-vested benefits under a profit-sharing plan 
will be tre&ted-iR-aeeepdanee-wi*h-%he-pFineiple&-s*a%eei-in-pdragpaph-l5-36k»3?fv taken 
into consideration in determining costs currently allocable^ 

4iii)-"If-%he-bHsine66-ef-the-eeHtpae*ep-i8-mepe-%haH-75JS-wi%h-HeRgeve3?H^ 
men%al-eus%emersy-%he-gevepmeR%^8-alleeable-shape-e^-%he-paymeRts-HHdep-%he-eeHtpaet 
plan-sh&ll-fee-aliewabler"Hewevepy-wkepe-%he-feu9iRees-©f-%ke-eeR%pae%ep-is-lese-%haR- 
?5^-wi%h-ReR-geveFRmeR%al-eustemepey-the-gevePRmeR*-will-aeeep*-fep-payBeR*-erf:y-%hft* 
p©rtieR-6f-i%s-alleeable-shape-whieh-peBHi%8-iR-%he-paymeR%-ef-3556-ef-%he-eeR%pae%epJ-8 
%etal-paymeRts-HRdep-i%s-ppefit-shapiRg-plaR6r--The-pa%i©-©f-gevepRmen%-%e-ReH-gevep 
meRtal-busiRe9s-8hall-fee-detepmiRed-eR-%he-basi6-ef-8aieB-dHPiHg-%he-e©R%paetepJ'e-fi6eal 
pepied-te-whieh-the-ppefit-shapiRg-ie-pelatedT 

l5-20U>6f STOCK BONUS PLANS 

Comment: The deletion of the reference to subparagraph g below is recommended to be 
consistent with the position reflected under subparagraphs d above and g below* 

Suggested Revision : 

Stock bonuses which are not disallowed by the provisions of subparagraph e above 
are acceptable as a form of compensation, and the costs thereof are allowable subject to 
all conditions pertinent under subparagraph d above and-g-beiw and meet the following 
requirements: 

1. The valuation placed on the stock for the purpose of calculating such cost 
must be computed on a sound basis© 

2* In the case of unlisted stock having no current market, the contractor must 
demonstrate the values ascribed thereto are fair and reasonable© 

3e Bonuses paid in the form of previously unissued stock of an affiliate will 
not ordinarily be allowed unless it can be demonstrated that there exists a bona fide 
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arms length agreement and the values ascribed to such stock are. fair and reasonable* 

U# Claims for accruals of compensation under a stock bonus arrangement prior 
to acquisition of stock by employees will not be allowable unless arrangements are made 
for appropriate credit adjustment of costs in the event such stock is not acquired by 
eiq)loyees . 

l5-20Uo6g 

Comment: Because of the variation in profit-sharing and stock bonus plans and their 
relationship to straight salaries, as between companies, a percentage limitation of this 
type would produce capricious and erratic results • "^he manner in which compensation is 
determined or paid is a matter of management judgnent and the reasonableness of total 
compensation, in the light of what the market pays and general business practice, should 
be the criteria for the allowance of costs for personal services. 
Suggested Re vis ion g 

Fep-th8~pHppese-ef-detepmiHatieH-ef-peas9HableHesay-%he-empleyep-eoftfejpibH*ieR 
TOdep-ppefit-shaping-plans-aHd-Bteek-bentts-plaHS-shall-Het-exeeedy-i^^ 
eaeh-pap*ieipa*iHg-empleyeey-l5^-e^-%he-*9*al-basie-eempensafeien-pald^ 
empleyees-in-*he-yeap-ttndep-eeHsidepafeieRr 

l5-20U>6h 

.Comment: Contains a typographical error in that the reference should be to 15-20U*U2, 
rather than 15-20U.U3* To conform to the other sections, it should also contain words 
of allowability* 
Suggested Revision s 

The determination of allowability of the cost of pension and retirement plans, 
training expense, overtime, extra pay and multi-shift premiums and other fringe benefits 
will be in accordance with paragraphs 15-20U.27, i5-39it»lt3 l5-20i|>U2 , 15-20U.25, and 
15-201;. lU respectively* Anjr form of compensation to an employee not specifically mentioned 
in this part 2,' in addition to those set forth in this paragraph, will be given consideration 
as a part of total compensation, and will be allowable if total compensation is reasonable * 

l5-20Uo7- . CONTINGENCIES . 
Comment:. This section is a desirable change in that it clearly establishes that the 
unallowable contingency reserves are those with uncertainty as to the happening of the 
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evento The entire Part 2 has also been improved through specific provisions covering 
certain elements of cost which frequently have been considered by auditors to be unallow- 
able contingencies. However, Section 15-2014.7 should contain general language making 
allowable an accrual for any true liability when the only element of uncertainty is the 
time of payment, or the definite amount of payment* As to the later, reasonable accruals 
should be permitted* In other words, where a definite liability is accruing, the cost 
should be recognized and accepted in reaisonable amount© A cost should not be considered 
contingent unless there is really doubt as to the existence of the liability. 
Suggested Revision : 

This type of charge results from the creation and maintenance of reserves to 
provide for an event whose occurrence cannot be foretold with certainty as to time, 
intensity or even an assurance of its happening. These costs are not allowable. 
However^ where a definite liability is accruing during the period of contract performance, 
a proper accrual for the liability may be made even though the amount of the liability 
or the time of its payment cannot currently be det e rmined and accordingly the cost 
must be estimated, in which case a reasonable estimate is allowable . {Tor self- insurance 
programs see paragraph 15-2QU«16)o ~ 

15-20U.8 CONTRIBUTIONS AND DONATIONS 

Comment: Contributions which are recognized for income tax purposes should be allow- 
able, subject to the usual tests of reasonableness and allocability. The Department 
of Defense is to be commended upon its action. in recognizing this item which industry 
has always felt to be a very ordinary and necessary business expense. To avoid 
misinterpretation a slight revision is suggested in the first sentence, and in view 
of the tests imposed, it is believed that the latter portion of the last sentence is 
unnecessary. 
Suggested Revision: 

Contributions and donations to established nonprofit organizations such as 
religious, charitable, scientific and educational organizations, which are recognized 
as such by the Treasury Department are allowable provided that such costs are 
reasonable and are properly allocated to all work. 
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The propriety of the amount of particular contributions and donations and the 
aggregate thereof for each fiscal period must be judged ordinarily in light of the 
pattern of past contributions, particularly those made prior to the placing of Govern- 
ment contracts • The amount of each allowable contribution must be deductible for 
purposes of Federal income tax* b«%-%he-dedHe%ibili*y-ef-*he-eeR%FibH*ien-fep-iHe9me 
%aK-pHJ?pe9e9-€l8e8-Het-iH-i%sel?-3«9tify-i*s-ail8wabili%y-d8-a-eeH^paet-e99*v 

lg-20li#9 DEPRECIATION 

Comments With minor revisions it is believed this section will adequately handle most 
of the problems which have arisen on this subject. Suggested revisions would (1) change 
subparagraph b# to specifically recognize methods authorized by the Internal Revenue Code, 
(2) delete the reference to contract performance from subparagraph c? on the ground that 
this provision should not be limited to idle or excess facilities necessary for contract 
performance, but should include all such facilities reasonably necessary for standby 
purposes for Government work in general and (3) provide in subparagraph e« that 
depreciation for contract costing purposes in the post-emergency period should be 
allowed on the unrecovered cost of the fecilitieso (For more detailed discussions, see 
attached statements on "Recognition of New Depreciation Methods Authorized by the 195U 
Internal Revenue Code" and "Depreciation on Emergency Facilities Covered by Necessity 
Certificates for Contract Pricing Purposes" previously filed with the Government.) 
Suggested Revision s 

a. Depreciation as described herein is a charge to current operations intended 
to distribute the cost of tangible capital assets, less estimated residual value, if any , 
over their estimated useful life in a systematic and logical manner.: It involves a 
process of allocation, not of valuation© Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as distinguished 
from physical life. 

b. Depreciation on a contractor's plant, equipment and other capital facilities 
is an allowable element of contract cost, provided the amount thereof is based upon 
original acquisition cost. Depreciation will be accounted for by consistent application 
to the asset(s) concerned of any generally accepted accounting principles, including 
those recognized by the Internal Revenue Code and should usually be allocated to the 
contract and other work as an indirect cost. The amount of depreciation charged in any 
accounting period may vary with volume of production or use of multi-shift operations, 
provided the method followed is consistent with basic objectives set forth in sub- 
paragraph a. above. 
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c. Charges for depreciation on idle or excess facilities will not be allowed 
except on such facilities as are reasonably necessary for eeHtyaet-pepfeapmaHee standby 
purposes • 

d. Unless otherwise provided in the contract, no use charge will be allowed on 
assets still in use which have been, in accordance with the contractor's consistent 
accounting practice, fully depreciated on the contractor's books of account* This does 
not apply to emergency facilities as covered by subparagraph e> below> 

Bo Where the contractor has applied for and received a determination of "true 
depreciation" from an Emergency Facilities Board covering emergency facilities acquired 
under certificates of necessity, the amounts so determined for ''true depreciation" over 
the emergency p'eriod (5 years) will be peeegRiBed-iR-lieH-©f-ReFmal-e[eppe8ia44«Hv 
allowable as a cost> In determining allowable costs, the contractor may elect to use 
normal depreciation rather than "true depreciation" as determined by the Emergency 
Facilities Boardc However, the method chosen after such determination of "true 
depreciation" must be followed consistently throughout the life of the emergency 
facilitiesT After the expiration of the emergency period for the facilities concerned 
whichever method is used for contract costing purposes where a determination of "true 
d e prooiation" hac boon made -, the remaining KRdepFeeiated-pey%ieR>e^-the-ee6% costs of 
such facility not so recovered will be depreciated over its remaining useful life and will 
be the only amount recognized as allowable cost, subject to paragraph 15-201;. 12. The 
e6atrfteter'«may-eleet-%6-ii8e-Rerma±-depreeia%i0R-rather-%haR-%he-«tr^^ 
miRed-by-%he-EiRergeHey-Faeili*ie&-Beard»--Heweve3?y-the-methed-eheeeR-af*^ 
MiRatieR-ef-«tPHe-dep?eeia%ieRU-m«s%-be-fellewed-eensis%eR%ly-%hFe»gfeeH% 
emergeney-faeilitieeu 

I5>20l|ol0 ElgLOYEE MORALE, HEALTH AND WELFARE 

Comments Thp listing of examples mip^ht be interpreted in too restrictive a manner and 
its revision is suggested in order to include recreation programs and other activities 
aimed at improving eii5)loyer-employee relations, or employee performance o The insertion 
in the last sentence is recommended for clarification*, 
Suggested Revision; 

Included in this category are expenses of health and welfare activities incurred 
for the improvement of working conditions and the improvement of employer-employee 
relations and employee performance o Examples of these activities are publications, 
health or first-aid clinics, recreation , aad employee counselling services and others 
aimed at improving employer-employee relations or employee performance # These costs are 
allowable when incurred in accordance with the contractor's established practice or 
custom in the industry or area and are reasonable arid e quitably allocated to all classes 
of work performed in the contractor's plant* Income received by a contractor generated 
from any of these activities will be credited to the costs thereof* 
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l5^20Uon ENTERTAINMENT EZPENSE 

Comments- Such expenses should be allowable to the extent that it can be demonstrated that 
such expenses are ordinary and necessary to the business of a contractor^ 
Suggested Revision : 

This item includes the cost of amusement, diversion, social activities and 
incidental costs relating thereto, such as meals, lodging, rentals, transportation and 
gratuities. These costs are mallowable. 

l5-20l;ol2 EICESS FACILITIES 

Comment: The exception should not be limited to standby facilities for the particular 
contract and accordingly it is suggested that the words "contract performance" be deleted 
from the first sentence. Where additional plant capacity is reserved for Government 
production the cost of such additional capacity should be covered either as a charge 
against current business, or recovered under a separate Government contract. Accord- 
ingly, it is suggested that the last sentence be revised to provide that the cost shall 
be allowable unless the facilities are covered by a separate contract. 
Suggested Revision: 

This item includes the cost of maintaining and housing idle and excess 
facilities, except those reasonably necessary for een^pae^-peff emafiee standby purposes. 
These costa are unallowable. The costs of additional plant capacity reserved for 
defense Government p roduction shall be allowable unless the facilities are made the 
subject of a separate contract. 

I5-2OI1.I3 FINES AND PENALTIES 

No Comment 

Included in this item are those costs resulting from violations of, or failure of 
the contractor to comply with, local, state and Federal laws and regulations. These 
expenses are not allowable except when incurred as a result of compliance with specific 
provisions of the contract or instructions in writing from the contracting officer. 

l5-20li.lU FRINGE BENEFITS 
No Comment 

Fringe benefits are allowances and services provided by the contractor to 
its employees as compensation in addition to regular wages and salaries. 
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15-201; > 11; FRINGE BENEFITS Continued 


a« The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and servance pay will be in 
accordance with subparagraphs l5-20i;p275 15-20U«6 and l5-20l;o38, respectively. 

bo The cost of other fringe benefits such as pay for vacations, hollidays, 
sick leave, military leave and employee insurance (but see subparagraph 20i;#l6e) is 
allowable to the extent required by law, employer-employee agreement, or established 
policy of the contractor that constitutes, in effect, an implicit agreement on the 
contractor's part. 
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l$-20l|cl$ INITIAL PRODUCTION COSTS 

Comment: It is recommended that (1) in the second sentence the word "include" 
be substituted for the words "consist of" and (2) the last sentence be deleted. "Starting- 
load costs" or "such costs" do not necessarily "consist of" only or all of the costs 
mentioned in the second sentence • Therefore the word "include" is considered to be more 
appropriate • 

Auditors and contracting officers of the military departments will have difficulty 
in determining (a) when starting-load costs have continued to an "unwarranted extent" 
and (b) when a contractor has been allowed "reasonable time" to learn to make a product 
efficiently. Therefore, it is believed that the retention of the last sentence can 
only increase the number of "costs questioned" by the military auditor and the number 
of cases referred to higher authority by administrative contracting officers and 
contracting officers, thus resulting in, at the minumum, prolonged justification and 
argument on the part of contractors and tmdue delay in settlement of cost-reimburse- 
ment matters o 
Suggested Revision ? 

Initial production costs, known also as "starting-load costs", are non- 
continuing costs that arise in early stages of production because of the contractor's 
lack of experience with particular materials, manufacturing processes or techniques 
involved. Such costs may include esHsiet-ef excessive material costs resulting from 
abnormal scrap losses, excessive direct labor costs and related overhead resulting 
from idle time due to testing and change in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be ejected 
to work actively to minimize or eliminate them as rapidly as possible. iH-eases-whej?^- 
%l%e6e-ees%e-eeR%iRHe-te-aR-uHwapFaH%ed-eK%en*-af%eF-%he-eeHtyae%ey-haB-beeH-ailew©d 
rea8©Hable-timeT%e-learR-*e-make-%he-pFedHe*-effieieR%lyy-%he-eKeeBsive-ees%B-wil^ 
Sttbgeet-te-disalleweReev- 
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g« Deletion of this paragraph is recommended since it is not clear what is 
meant by "Cost of indemnification." 
Suggested Revision ; 

ac Included under this item are (1) those types of insurance which the 
contractor is required to carry under the terms of the contract, or by specific instruc- 
tion of the contracting officer or his authorized representative, and (2) any other 
insurance and bonds for which the contractor seeks reimbursement under the contract. 
The kinds of insurance ordinarily included in the first categoi^'^ are set out in ASPR 
IO-50I0 

bo Costs of government required insurance are allowable^ wi%hiH-%he-limita- 
%ienB-ae-%e-%he-eK%eR%-ef-e6veFage«aRd-premi™-Fa%eB-apppeved-by-%he-Seve5»™eH%. Costs 
of other insurance, except that applicable to government- owned property, are allowable 
pFevided^^i^-the-insttranee-has-feeeH-appFeved-by-ihe-Riiliiapy-s 

43)— iH-the-abBe?5ee-ef-eHeh-app3?e¥ai-i»eqHipemen*s, to the extent that any part of a 
contractor's insurance program has not been disapproved by the military departments, 
provided that the types of coverage, extent of coverage, and rates are reasonable under 
the circumstances o Ges%9-a3iewed-f er-uee-and-eeettpaney-iRS^paHeet-heweveFf-wili-in 
p?3i?ieiple -b6-iiMited-8e-a6-4e-e3feiude-eeverage-ef-ppefi%y--in%epe©%T-fedeFal-M 
aRd-aRy-6thep-i%eBiS-ef-e3q9eHse--unallevfable-'aBdey'-%his-pay%. 

Cc The costs of insurance or any reserve covering the risk of loss of or 
dam.age to government-owned property are n©% allowable except to the extent that the 
Government may-have-pegHiped-the-eBRtpae^ep-^e-eapFy-BHeh-iHSHPanee^ has specifically 
relieved the contractor or his subcontractors of the risks by contractual agreement » 

d. Provisions for losses under 5he-eeB%s-8f a self-insurance program 
e stablished on an actuarial or historical basis are allowable ppevided-^he-ppegpaa-hae 
fe^eR-apppeved-fey-the-militapy-depaptflien^-eeHeepned subject to the tests of reasonableness 
and allocability under paragraph l5-201c Actual losses sustained under such a self- 
insurance program are therefore not allowable . 

e* The costs of insurance on the lives of officers, partners, or proprietors, 
are not allowable except where such insurance is part of an employee plan which is not 
unduly restricted. 

f o Lossefi not covered by insurance resulting from failure to insure 4%hpeHgh 
eelf-iRS-uraHee-ep-ethepwiiiy^^^^^ 

pp^deR%-bueiH^6-epgaRiBa%i©R-weHld-heve-iR6HPed-age4RB*-fiHek-leee- w are Re%- 

allowable g except in those instances where the contractor failed to comply with the 
direction of the contracting officer to carry insurance . 

g. Ces%-ef-iRdemRifiea%i©R-wili-be-al4ewafeie-©Rly-%e-%he-eK%eR%-exppeBeiy 
ppevided-f©r-in-the-e6R%pae%. 

I5-20U.I7 INTEREST AND OTHER FINANCIAL EXPENSES 

Comments 2 NSIA views upon this subject were presented to the Honorable Charles E. Wilson 
in a letter dated 3 September 195U- The present treatment of interest and other financial 
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NSU SUGGESTED REVISION TO 
DOD DRAFT 'ilV>l16 SECTION 17 


3. Subparagraph b. be deleted. 

In any operating plant and machine there is oisually some element of deferred 
maintenance, and a combination of engineering and management skills is necessary if 
undue wear, plant breakdowns or other undesirable results are to be avoided. Manage- 
ment's decision as to when to repair is usually based on whatever action, or inaction, 
as to maintenance will produce a rainmum effect on cost. Deferred maintenance arises 

from such causes ast 

1. Inability to close a plant or part thereof, or remove a machine for 
repair without interfering with a production schedule. 

2. The scheduling of periodic repair periods during whidi accumulated 
repairs and overhauls are made. 

3. The relatively high cost of overhauling a single item as compared 
with the collective overhaul of a group of items during or following an operating 
period. 

U. The lack of need for future efficiency as . in the case of an item which 

is to be disposed of. 

Military auditors and contracting officers will not be able to determine (a) 
deferred maintenance arising out of abnormal operating conditions and (b) when deferred 
maintenance has been delayed for a future period. It is believed that the retention of 
subparagraph b. will cause an increase in the number of "costs questioned" and can only 
result in prolonged justification and argument and undue delay in settlement. 

Suggested revision ; 

a. This item includes those costs necessary for the upkeep of property 
(including Governme nt-owned facilities ) which neither adds to the permanent value of _ 
the propertv nor apprec iably prolongs its intended life but keeps it in an i%B . efficient 
operating condition. These costs are allowable. Expenditures for plant and equipment 
which, according to generally accepted accounting principles, should be capitalized aid 
subjected to depreciation will be allowable only on a depreciation basis. Cost of main- 
tenance and repairs of excess facilities and of idle facilities (other than reasonable 
standby facilities) are not allowable. 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


overhead. 

c* No comment* 

de The word "generally" has been deleted as it is felt to be too restrictive 
as used in this sentence. Any recognized method of pricing should be acceptable. The 
word "equitable" has been replaced by "reasonable". This substitution is made on the 
basis that the word "equitable" can be too controversial by injecting into the exercise 
of judgment by the Audit Service or Contracting Officer elements not encountered if the 
word "reasonable" is used. 

The provision in the second sentence regarding the use of replacement cost 
should be permissable without contract provision. In addition the requirements of 
identifying such items at the time the contract is entered into would be entirely too 
burdensome to the contractor and in fact would not be feasible from a practical stand- 
point . 

e. Flat disallowance of "write-down" of values of inventories is not 
equitable. It is an accepted accounting principle that owing to technological advances, 
engineering changes, defects, self -wear, etc., 100$ utilization of stock inventories 
will not be realized, and replacement value may be lower than original . cost. Where 
.the contractor can demonstrate that the methods used to reduce the values of inventories 
are logical, and have been applied consistently over a period of years, and that prudence 
was exercised in acquiring the stocks involved, such inventory valuations should be 
allowed to the extent allocable to Government business. 

f e The proposed redraft- on this paragraph is based on the principle that 
where a contractor has an established plan for pricing "inter-unit" shipments and can 
show that such pricing is based on competition, he is entitled to such a price as a part 
of contract costs. This is further borne put by the fact that the Services will 
recognize purchases made from sources outside of the contractor's business as a legitimate 
item of contract cost and which, of course, includes overhead, general and administrative 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION TI 


e. Reasonable charges arising from difference between periodic physical 
inventory quantities and related material control records will be included in arriving 
at the cost of materials, provided that such charges 4i)-de-ne%-inelHde-i«wpi%e-de>meH 
ef-valHee,-anel4ii> relate to the period of performance of the contract. All credits 
arising from differences between periodic physical inventory quantities and related 
material control records shall be taken into account. 

f . -OFdinajeily If a contractor has an established method for pricing sales 
or transfers of materials end, supplies and services between plants, divisions, or 
organizations, under a common control, Bhal±-l9e-e*a%edTeR-4fee-basie-ef-eeB*-*e-^he 
%paHefepep»--lH-=fehe-ease-ef-aBy-i%em-3?egiilarly-manufeetHFed-and-B&ld-by-aRy-Btteh-*rane- 
feyer-^hpes^-eeHmereiai-ehamiels-a-departHPe-fpem-this-eeet-feasis-is-pepmiesifeie-pp^^^ 
%ha%-%he-ppiee-ehapged-%6-*he-een*3?ae% any such materials or supplies manufact ured and 
sold bv any s u ch trajisferor in the reguIiFTourse of its business may be charged to 
the contract "aslia terials and supplies at a price wTiich does not exceed the lower of 
the transferor's sa3;e price cusiomarily charged to lts~most favored non-af filia ted user 
customer for the same item or service in like quantity or (ii)the prices charged by 
other suppliers for the same or substantially similar items or services . 

All other sales or transfers between such plants, divisions or organizations 
shall be charged to the contract on the basis of total cost to the transferor ^ 

g. M aterials and supplies furnished by a contractor's prime location , 
which are manufact'Ci red and sold in the regular course of its business may be charged. 
to'l-heTSn tHctTas lnaterials and supplies at a price which does not excee d the lower 
of (i) the prime lo ca tion's price customarily charged to its most favored no n-af fili- 
ite d user custom,er for the same item in like quantity or Uij the price charged by 
ciher suppliers for the same or substantially similar items . 

l$-20i^e23 ORGANIZATION EIPENSES • 
No Comment. 

This item consists of expenditures in connection with organization or 
re-organization of a business. Examples of such costs are incorporation fee, attorneys 
fee, fees to promoters and organizers and costs of raising capital. These costs are 
unallowable. (See paragraph 15-20U. 17) • 

l5-20li.2U OTHER BUSINESS EZFENSES 

Comments s The use of the word "annual" in the first sentence should be deleted since 
contractors are required, under certain circumstances, to issue periodic reports to 
stockholders in accordance with requirements of the Securities Exchange Commission and 

other regulatory bodies. 

In the last sentence of this paragraph that portion directly following the word 
"allowable" has been deleted since this portion of the sentence would give the Contracting 
Officer an opportunity to match opinion with the contractor as to his business practices 
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Suggested Revision ; 

This item consists of the premium portion of overtime and shift payments to 
employees. Such premiums may be classified as either direct or indirect labor costs. 
bH%-the-eraeun%-ef-eveptime-p3?emitm-sheHld-be-sepa3?a%ely-ideHtifi When direct labor 
cost is the base for distribution of overhead, overtime premiums shall not be included 
therein, (a) Cost of overtime and-Bhift-pyemiwiB paid to the direct labor force are 
allowable eRly to the extent expressly provided for in the contract or otherwise 
authorized by the Government. See-ASPR-lS^lGg-feF-fHytkeF-iRfermatieH-eeHeea^Hing-the 
peliey-Fegape[iHg-SHek-au%he3?iaatieHT However^ this shall not be construed to limit the 
use of or payment for emergency overtime work as may be required. The cost of overtime 
paid to the indirect labor force for emergency overtime work or to handle periodic 
peak administrative loads is allowable . The-ameHHt-ef-eveFtiae-aHd-shif'fe-ppemiOTi-ees'fe 
ehaFged-eii-gevePHweHt-eeRtpaets -sfeail-be-egHitable-iR-relatieH-te-the-arfteunt-ef-s-tteh 
eestB-eha3?ged-eR-neR-geveiTMeR%-werk-being-eeReurpen%ly-pepfemed-i^ 

plaHt-and-the-fae%eps-wkieh-Heeessita%e-%he-iHett3?yeRee-ef-*fe (b) Shift premiums 

in accordance with the contractor's practices and procedures are allowable . 

15-20]^. 26 PATENT EXPENSES 

Comments? The proposed language of this paragraph would disallow the cost of preparing 
patent applications unless such applications were filed on behalf of the Government or 
the written authorization of the contracting officer was obtained. It is believed that 
all costs leading to the issuance of patents as well as infringement, investigation and 
litigation should be regarded as allowable costs. Such activities are of direct benefit 
to the Government even though the Government may not obtain any rights under the patents 
because, by obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to some other person who may obtain a patent on the same 
invention. Moreover, the costs of maintaining a patent department in any manufacturing 
company is a necessary cost to its overall operations and should be considered as a 
necessary cost of doing business. The primary change which has been made in the para- 
graph therefore covers an addition which would allow all costs leading to the issuance 
of patents as well as infringement, investigation and litigation. There has also been 
included preparation of licenses to the Government as well as disclosxires . 
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retirement plans of all commercial enterprises (other than tax-exempt and non-profit 
institutions) come under the cognizance of the Internal Revenue Service for approval 
purposes. The Government business done by these firms as compared to commercial business 
varies from small to relatively large proportions. Generally, the proportion of Govern- 
ment business done on a cost reimbursement basis is relatively small as compared with 
the total business of the contractor. Because of all of the above factors it is import- 
ant that a standard applied by only one Government Agency be used in evaluating the 
plans employed by the various segnents of industry. Where such Government approval has 
been obtained, additional approvals by agencies of the Military Departments are unnecessary. 

For purposes of determining allowability and alloc ability, approval of the 
cognizant auditing agency should be binding upon the other Departments; it is un- 
necessarily expensive for both the Government and the contractor to be required repeatedly 
to submit the contractor's system for review to a number of Agencies. 

(c) Criteria established to detennine the allowability of costs should 
consider the costs allowable under such approved plans subject to the usual tests of 
reasonableness and allocability. Where the contractor has an established pension plan 
in which all employees working on Government and other business are indistinguishable 
as to conditions of employment, eligibility of benefits, pension contributions should 
be allowed in full to the extent allocable to Government business. 

(d) No comment. 

(e) Reallocation of costs between years on the basis of Internal Revenue 
techinical limits which disallow in one year and pick up in subsequent years is impracti- 
cal and should not be required so long as a consistent method of contribution is followed 
by the contractor. Application of the Internal Revenue Code limitation in any year 
without permitting the carry-over to subsequent years is inequitable. The contractor 
has in fact, incurred the cost and its deferral to another year for tax purposes 
recognizes thia. To attempt to segregate a small portion of the contractor's contribution 
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b. Pension and retirement plans which are subject to the approval of the 
Internal Revenue Service must have been so approved prior to consideration by the 
Military Department. Consideration of the plans by the Military Departjnent will be 
limited to consideration of cost and allocability thereof and will be the responsibility 
of the Department to which audit cognizance is assigned and determinations by the 
cognizant audit agency will be accepted by the other Departments . H&wevePT-appreval 
ef-tke-plaB-fey-the-InfeePHal-keventte-Serviee-deee-Hst-Reeessapiiy-asBHre-the-allewanee 
ef-the-ee8%6-ef-sueh~plan-by-the-Militayy-BepartmeRtr--CeHsidepatien-ef-the-plan6-will 
■be-the-respensibility-ef the-Department-te-whieh-atidit-eegRiaeHee-is-assigned-aHd-the 
6«feseqiieRt-aetieR-*akeH-by-that-Bepap^eB%-w411-general%?-fee-aecep4ed-fey-%he-©'feliep 
Bepa?4<fteH4s,--Ifi-ea6e6-Hhepe-tke-In%ernal-Rev€Rae-Serviee-wit^dpaws-appr«val-€#-a-pi^^ 
a«euHts-alleea*ed-*e-eeH%3?ae%-eeBte-will-fee-wi%h€lf'awH-aeeepdi»gly-» Where pension and 
retirement plans of non-profit or other tax-exempt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsibility of 
the Department to which audit cognizance is assigned to give consideration to the 
acceptability of such plans. 

c. The cost of pension and retirement plans approved by the Internal Revenue 
Service -whieh~a3?e-prepeFiy-dediie%il9le-fp©m-%axable-iReeme are allowable except as other- 
wise determined unallowable under this paragraph. The cost of retirement plans, which 
are based on profit sharing, shall be subject to paragraph 15-201;. 6e. Costs of accept- 
able .pension and retirement plans established by n^n-profit or other tax-exempt organiza- 
tions are also allowable except as otherwise determined under this paragraph. 

d. Pension and retirement costs constitute a part of the total compensation 
by a contractor to the individuals covered by the plan, and accordingly, are subject 

to the provisions of this section with respect to reasonableness of the total compensa- 
tion paid to the individual for the services rendered. (See 15-20U.6) 

e. The amount of the contribution subject to allocation as a contract cost 
will "be limited to the maximum amount required to fund an approved plan, or the amount 
actually contributed, dnpiHg for the taxable year, whichever is the lesser. The-eappy- 
evep-ppevisieHS-ef-the-lH*ePHal^veHue-6©de-wi%h-pespee%-*©-ee»%pifeu%iep3-iiHdep-peHB^^ 
aHd-petiperaeRt-plans-skail-net-fee-peeegRiaed-fep-the-purpese-ef-detepmiHiHg-allewable 
peRSi©R-aHd-pe4i»emeBt-eest6-UHdes'-SevePRJHeH*-eeHt?ae*s»- 

f. Credits which arise under pension plans from various sources, such as 
dividends and cancellation of employee benefits which have not vested at the time of 
termination of their employment, must be taken into account in an equitable manner in^ 
the determination of the allowable pension and retirement contribution. Special provi- 
sion for these credits is-tteaally may be necessary when the contractor's organization 
has substantially expanded for the performance of military contracts and there is a 
reasonable expectation that the anployment of a large number of the additional employees 
will be teminated upon curtailment of military work. Where the contractor can demon - 
strate that reasonable provision has been made for the effect of such reversionary 
credits in his method of determining pension contribution, no special provision for 
these c redits is required. Otherwise, HReLep-these-eipeHmB^aneeB, it will be expected 
^SIat~an arrangement will be made which will result, as nearly as may be practicable, 

in the Government's receiving the benefit of these credits to the same extent as it 
originally participated in the related costs, fhepe-ape-twe-genepel-metheds-whieh-may 
W-aBeat-iBdividTia±iy-©r-in-eembinati©Rj-in-makiHg-8tteh-appangeffien%s,r 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


Suggested Revisicn ? 

This item includes the cost of all plant protection measures such as wages of 
guards,, equipment of guards (uniforms^ fire arms, etc.), depreciation on plant 
protection capital assets, stor age of classified matter, clearance of employees, etc > 
and includes all costs required by the nature of contractor's business, requirements of 
Military Sec-ority Re quirements Cl ause ASPR ?-10U>12 and DDUUl Security Agreement and the 
cost of s pecial plan^ protection measures specifically ordered or approved by the Con - 
tracting 'O ff icerT These costs are allowable and allocable in accordance with the basic 
principles and st^nda r di~of 15 -201 e Fey-^tee-pHrpese-ef-eentipaet-eeatiiig^-theee-expenees 

plaH4«pFete€%ieR-expeR&eT — Nemai-'plBn%-pr©%eetieR-e6Bte»aye--'allewafeie-aRd'-are--alleeafeie 

%6-all-wepk-iH-%he-pien*»*--Speeial«pl&R%-p?e*ee%ieR-e68%ey 

exteReieH-©f-%ke-eeB%?ae%©2P'^e°ne3PKal-plan*«pyetee%i©^ 

alieeabie-%e-f3peeifie"&eveF!meR%~ees%3?a@t©-ye^HiriHg-©pee^ 

diPGetieR-SHd-appFeval-ef-tfee-eeHtFaetiRg-effieeFv 

lg-20li,29 PRE-CONTRACT COSTS 

Comments^ The second sentence of the par^agraph as written tends to contradict the first 
in that it limits the type and amount of cost that may be allowable without regard to 
whether such costs are otherwise reasonable and necessary and would therefore have 
been allowed if incurred after the execution of the contract- Accordingly, it is 
suggested that the paragraph be rewritten as follows? 
Suggested Revisions 

Pre-^contract costs are "those which are incurred prior to the effective date 
of the contract and which would have been allowable thereunder if incurred after such 
datec Such costs will be allowed i^lee© when authority therefor is specifically 
set forth in tt-ie contract and may be limited to a period of time^ ae-weil-&©-*©"the ^ 

l5-20Uo30 PROFESSIONAL SERVICES - LEGAL, ACCOUNTING^ ENGINEERING AND OTHER 
Comments g (a) This paragraph as written singles out the costs of professional services 
rendered by members separately engaged, and establishes factors for determining allow- 
ability which are inequitable e VJhether or not professional people are on the contractor's 
staff or separately engaged should not be a factor in determining the allowability of 
the costs of their services « 

(b) In addition, the past pattern of such costs, the ijmpact of Government 
contracts on his business, the nature of his own organization, etco should also not 
be determining 'f act-ors as to allowabilityo The scope and extent of Government regula- 
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•^U9urdtTib3 pun q-UBji jo uoxq-TSodsxp uo s9ssox pue sq.Tjojd jo uoTsnxox9 q.BXJ :sq.U9muioo 


■ , gxassv Vfiidvo smio . 

HO iNawdin&a am mm io Noiiisodsia no cassoi cm siuoHd tC'^os-^t 

• QXq^MOXX^UT^ ©•i^ q.U9iiiuj9A0£) 
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p9q.BX9J pUB S90XAa9S SUX^I-XTISUOO pUB Suxq.UTlOOOB /X^§9X JO Sq.S00 9111 "0 

•p9a9pU9J 

S90XAJ9S JO 90U9PXA9 jCq p9q.Joddns ^xci^uosB9J U9qM eq-^sRW 9xqB/ioxX^ eq-e^ S99j 
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•90UBq.sxssB XT5Uoxss9joJd JO JX9SUIXII XTT^-'^^ aoq.OBaq.uoo ©nq. q.BL[q. jCaBSS90©u -qx 931bui t[q.xA9a9qq. 
uoxq.09uuoo ux'ssox Jo XT-^Q^^ P^^^ S9snBX0 q.OBaq.uoo jo sq.U9ui9axnb9a 3ux3ubho 9nq. ^suoxq. 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


Suggested Revision ! 

Included herein are gains or losses of any nature arising from the sale or exchange 
of plant, equipment, or other capital assets, including sale or exchange of either short or 
long term investments c Profits or losses on sale or exchange of eapital-aeeetej-inelttding 
investments, will be excluded in computing contract costs « Profits or losses on the sale 
or exchang e of plant equipment, or other depreciable assets will be included in computing 
contract~csts . 

15'-20U«>32 RECONVERSION EXPENSES 

Comments § Where a contractor has made special plant changes in order to introduce a 
Gcverrimefit contract into his production, the cost of that contract is not complete until 
it covers both the cost of installation and the cost of restoring the facility to its 
original conditiono This paragraph limits the allowable reconversion costs to the costs 
of reracv.lng Government property and the costs caused by such removal if specifically 
provided for in the contracto This excludes the costs of removing the contractor's own 
facilities which were converted to or acquired for the production of Government work and 
also excludes the costs of reestablishing the facilities consistent with the demands of 
his regular business « Both of these categories of costs are occasioned by the introduction 
of Government business and should be allowed as costs of Government contracts* 

This section uses the term "incurred", which has been interpreted by the Govern- 
ment to mean "expended" c Actually the liability for such costs is incurred at the time 
the facilities are converted to Government business. Generally reconversion costs are not 
paid for until after completion of performance of the Government contracts which occasioned 
them a. Furthermore 5 most of the costs may not be expended until most or all of the con- 
tractor -c? Government business occasioned by the Defense Emergency is completed. Unless 
accruals for such costs are allowed as costs of the Government work which occasioned them 
while the contracts are in process, there is no effective way to recover the costs o 
Accruals in this category are not in the nature of "contingencies" in that a definite 
liability has been incurredo While the amounts involved may not be susceptible to exact 
determination in advance, reasonable accruals should be allowed o 
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-q.TiqTjq.q.B jjsasuedxs eouBuaq^uTBUi puB ^90UBJnsuT ^sbx^% ^uoTq.BT09Jd9p sb itons ^s%soo I'^mxou^^ 
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PXnoA q.1 •S9SB9X x^^oT^^^-a.^^^ Sutpxoh s9TUBduioo qq.pi p9q.SBjquoo sb eq.u9ui98uBaJB 3iOBq9gB9-[ 
puB 9XBS aABq oqw. £9TUBduioD SuTZTXBuad aq PXTIoa q.u9uiua9Aor) 9q':^. ^puBq.s oq. paqq.TULiad 

ST (q) asTiBXO Ji •uoxq.oaq.ojd aq.9xdiiioo q.U9muj9A0£) aqq. aAxS soBaddB ^pasBax gaxqxxT^'^J 
aqq. jo anxBA puB uoTq.Tpuoo ^adiCq. aqq. jo q.q3TI axqBUosBaj aq q.sniu gaq.BJ q.Bqq. saq.BOxpxrf 
qoxqK ^(b) asuBXO ux qq.aoj q.as ssauaxq^uosBaa jo axn*i cxsBq aqj, ^anxBA qSxq iCxT-i^-^^TV^ 
UB q.B .q.as sba j^OBqasBax b japun x^^^uajc aaaqw uoxq.Bnq.xg axqxssod b moaj q.uauiujaAO{) 
aqq. qoaqoJd oq s^taas -ffx^u9«i^ddT5 (q) asiiBXO ^spjCBTiSajBS aq.BnbapB apxAojd oq. gJBaddB (b) 
agUBXO aouxs qdBaSBJBd sxqq woaj paq.ax9p aq (q) asriBx.o q.Bqq. papuauiuiooaj gx q.i 

•uoxq.Bqajdjaq.uxgxu[ oq. axqxq.daogng puB aAxq.oxjq.gaj ooq. 
gx aSBTiSuBX 9qq aouxs paq.axap aq pxnoqs ngJoqsaAux aq.BAXJd oq. jo (gaxuBduioo aouBJngux gB 
qons) guoxq.BzxuB2jo q.uaiuq.saAux oq.^ gpjow. aqq. ^qdBjSBJBd aqq. oq. axqureaJd aqq. uj ssquauiuioQ 
^e©?%?tf aBf .5e-3iaBqa9Be^.p«B-9^B9-Si2fpRfa«) iNawJin&a QNV MYld dO STVJiNaH W^IOZ^ 

• axqBA0XXT5 

q.ou ajB iCjqgnpux aqq. ux gaoxqoBJd pjBpuBq.s aqq puoiCaq gaajCoxdiua aAxq.oadgoJd oq. paaajjo 
squaiimxoma jo sq.xjauaq XTSxoads jo gq.goo •axqBwoxiB oax^ aJB gaoxAjag qong joj gaq.BJ 
XBXOjaiiimoo pjBpuBqs jo gsaoxa ux q.ou gq.goo ^saxouaSB q.uauuCoxdma aq.BAXJd gagn joq.OBjq.uoo 
aqq. ajaq^i -axqB/ioxx^ ^^"^ sq.soo asaqj «q.uauL^oxdiua aAxq.oadgojd Joj gAaxAjaq.ux joj g-queo 
-XxddB JO sas.uadxa x^-'^^^^'?' ^X^^ogjad §uxq.xnjoaj ux paSB§ua axT^^ gaaiCoxciiia jo gaguadxa 
XaABJq. ^lUBjSoJd Suxq.saq. apnq.xq.dB puB XT5Uoxq.BOnpa ub Suxq.BJado jo gq.goo aqq. gapnxoux jaqq.jnj 
q.1 •aojoj JoqBX aqBnbapB ub uxBq.uxBur puB ajnoas oq. jCjBggaoau aoxjjo q.uauiiCoxdiua ub jo 
gq.goo Suxq.BJado aqq. puB 3uxgxq.jaApB „paquBii dxaq^ jo gq.goD aq*; gapnxoux iuaq.x gxql 

•q-uautuioo on 
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JO x^-^ouraj jo q.goo aqq. apnxoux puB 3fJ0M q.OBjq.uoo iCjBq.xxxui aqq. jo quaiuaouauiuioo oq. joxjd 
iCX^^^TP®™^ 3uxq.sxxa uoxq.xpuoo puB quauioSuBJJB x^^Ts^^d auiBS aqq. aq BurcxojddB oq. gaxq.xxT^^J 
giJoqOBJC^uoo aqq. jo uoxq.BJoq.gaj aqq. ux pajjnoux agoqq. aJB gaguadxa uoxgjaAuooan 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


Likewise it appears the Government also has in clause (a) adequate protection 
against any situation where a contractor might arrange option terras under a leaseback so 
as to pemit re-acquisition of the property at a price substantially less than its value 
as a result of high rental payments o Note that clause (a) provides for a check of option 
arrangements and other provisions of rental agreements for the purpose of determining 
reasonableness o 
Suggested Revision; 

The following revisions are necessary because of deleting clause (b) : 

This item includes expenses for (i) use of land, buildings, and equipment or 
other personal property, and (ii) rental expenses under sale and lease-back agreements 
incurred by contractors through sale of plant facilities and concurrently leasing back 
the same facilities c 

a* Rentals of plant and equipment under (i) and (ii) above are allowable if 
the rates are reasonable in light of the type, condition and value of the facilities leased, 
options available and other provisions of the rental agreement e 

b. ReH%als-8peeified-iH-sale~and-le&9e-baek-agyeemeR%B-undeF-4ii)--abeve-ape 
allei^ab±e«8niy-%e-%he-ex%en%-that-9ueh-i»ental9-de-net-exeeed-neFmal-eee 
depreeia%i©H3r--taxesj-iHsuF&Ree-aHd-ffiaiRtenanee-expeRees)'-whieh-weuld- 
kad-%he-eeH*Fae%eF-FetaiHed-iegal-t4%le-*e-*he-faeili%&eBc 

15-201; c 35 RESEARCH AND DEVELOPMENT 

Comments; It is believed that the Government has started out with a constructive effort 
to recognize the great mutual benefits to be derived from encouraging research by industry. 
However, the new draft then proceeds to so fence in the cost allowance by restrictions as 
to destroy much, of the originally indicated intent* Specifically, it is believed the 
following changes should be made to eliminate these restrictions: 

le Clause (l)(iii) should be deleted which requires the contractoJr to divulge 
results of independent general researcho This is a very unfair condition for determination 
of allowability because general research is of benefit to all business. By agreeing to 
divulge results of such research, and with no protection or guarantee that such information 
will not be made available to others, research upon which a contractor may have devoted 
millions of dollars and for which the Government is only a partial contributor can be 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


Suggested Revision : 

Research and development expenses {Bometim^n referred to as general engineering 
e35)enses) for the purpose of contract costing are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental research, 
pure research and blue-sky research. 

b. Related research or development, also referred to as applied research, product 
research and product line research* 

(1) General research is that type of research which is directed towards 
increase of knowledge in science. It is research where the priinary 
aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than a practical application thereof. 
The costs of a contractor's independent general research (that which 
is not sponsored by a contract or grant or is not otherwise reimbursed 
to a contractor) shall be an allowable cost in all cost type contracts 
under the following conditions: 

(i) The amount of such costs ±l reasonable* 

(ii) The costs are equitably allocated to all work of the contractor 
other than its independent general and related researcho 

4iii>?he-eeH%?ae%ep-agpeee-%e-di¥uige-*e-the-&evepnmeRt-%he^ 
ef -Stt eh- indepeRdent- gene r al -re eeapehr 

^iy).-5he-bTaeineeB-ef-%he-e©H%j^ae%er-a%-the-%ime-ef-en%ering-%he 

eentpae*-is-ppedemiRan%ly-(?5^-©2?-meFe>-w3i%h-nen-GevePHmen%al 

eii9t^emePSr--If-leBB-thaR-?556-a%-the-%i«e-©f-eHtep§:ng-%he-een%^^ 

allewanee-may-be-aiji%hea?ified-fey-8peeial-eeRtpae%-pp©vieieRT 

?he-abeve-e©Rd±ti©RS-wili-als©-apply-iR-the-nege%ia*ieR-ef-prede%emiRed 

evephead-pe%eBx 

(2) Related research is that type of research which is directed toward 
practical application of science, and "development" is the systematic 
use of scientific knowledge directed toward the production of useful 
materials, devices, methods, or processes, exclusive of design, manu- 
facturing, and production engineering. (See 15-20U.21.) The costs 
of a contractor's independent related rp^je^rc^ and development (that 
which is not sponsored by a contract oi^^gi^aht or is not otherwise 
reimbursed to a contractor) is allowable M&y, if equitably allocated 
eR-%he-baBis-ef-ail-ppedtte%ieRy-be-aliewed as a cost \inder any cost 
type p?edHe%ieR contract if the research is related to the contract 
product or product line. Ne-p©2?%ieR-e^-eueh-2?esea3?eh-will-be-allew- 
afeie-uRdey-e©e%-%ype-peBeaa?eh-aRd-deveiepmeR%-eeRtyae*e» Where 

. related research and development is directed toward the development 
of products primarily for military use, the cost thereof may be 
allocated entirely to Government business. 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 


the government's proposed treatment of "mass severance pay" would in most ca,ses be 
cumbersome, difficult and impractical to apply. 
Suggested Revision 

Severance pay, also commonly referred to as dismissal wages, is a payment 
in addition to regular salaries and wages, by contractors to workers whose employment 
is being terminatedo 

The cost of severance pay is allowable only to the extent that, in each case, 
it is required by (i) law, (ii) employer-employee agreements, (iii) established policy 
that constitutes, in effect, an implicit agreement on the contractor's part, or (iv) 
the circumstances of the particular employment. 

For contract costing purposes severance pay is eli¥ieleel-iH%e-*we-ea%ege3PieB 
ee-fellewet 

ay — Neywal-gtt yReveg-SeveyaHee-PayT — $he-eee%-e#-Be»eyaRee-payMeR%e-ie 
allowable and must be allocated to ail classes of work being performed in the contractor'! 
plant at the time of payment. However, where the contractor provides for accrual of pay. 
for RSi-mal severances such method will be acceptable, if the amount of the accrual is ^ 
reasonable. in-iigh*-ef-pa|^eR%e-ae%ttally-Made-fei'-He3?mal-eeveraHees-evey-a-3?epapeee»%a%a:ve 

pa8%-pepied'« 

bg— Maes-Seveyenee-Payr — $he-ee8t-ef-abKermal-eg-ma86-9eveganee-pay-aetttally 
Made-«peR-eeBsa%ieH-el-wepk-when-the?e-i6-H.e-reesenable-pi'eBpeet-ef-een%iHttiHg-empley- 
^ftent-ien-ethef-werk-ef-the-eeRtpaetey-iB-allewafelev—Tke-ameuiit-allewable-fihali-be 
de*e3?miRed-fey-a8eigRiRg-%he-%©feal-e©8%-ef-ae%ttal-meBB-B©vepaHee-payHieH%B-t«-*he-eH%iFe 
peried-ef-empl©ymeR%-wi%h-*he-eeH%af'ae%er-aHd-eqH4%ably-appe3?*i6HaHg-SHeh-e«8%-*©-^l 
b«fliReBB-ef-*lie-eeR%pae%«i'-peFfej»meei-«iHJ?iHg-*l9tat-peraed» 

A reservation in the final release of claims (See ASPR 7-203.U) may be made 
in the case of completed cost-reimbursement type contracts when it is reasonable to 
assume that severance pay allocable to the contract will be made in the future. 


15-201^.39 SPECIAL TOOLING 
No comment. 

The terra "special tooling" means property of such specialized nature that its 
use, without substantial modification or alteration, is limited to the production of the 
particular supplies or to the performance of the particular services for which acquired 
or furnished. It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment. The cost of special tooling 
when acquired for and its usefulness is limited to government contracts, is allowable 
and will be charged directly to the government contracts. VJhen such special tooling 
is acquired it shall be subject to the provisions of the contract clause set forth in 
ASPR 13-503 entitled "Government Property." 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


action in cooperation with and for the benefit of the Government, to determine the legality 
of such assessment or, as the case may be, to secure a refund of such taxes and any interest 
or penalties thereon. Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall be allowable as a 
costo Reasonable expenses of any proceeding instituted by the contractor at the direction 
of the contracting officer to determine the n.egality of such an assessment or to secure a 
refund of such taxes, interest or penalties for the benefit of the Government, shall also 
be allowable as costs as will the cost of any other action taken under b (ii) and b (iii) 
above • 

c. Any refund of taxes, penalties .or interest thereon which were directly 
reimbursed under the contract shall be credited to eentraet the costs of that contract c 

If at the time the refund is received by the contractor, no defense contracts are being 
performed, the amount otherwise to be credited to contract costs shall be paid directly to 
the Governmento 

l5-20liJ4l TRADE, BUSINESS, AND PROFESSIONAL ACTIVITIES 

Comments: Subparagraph c as proposed by the government is unduly restrictive in that it 
refers only to technical information or information that is aimed at the stimulation of 
production . Industry feels that meetings, conferences and exhibitions for the purpose of 
improving overall coordination of the business or various segments thereof, or the dis- 
semination of infomation about the business to the trade, the public, prospective 
employees, etc., is just as important to the successful performance of government contracts 
as are technical and production meetings. The section has been broadened accordingly. 
Suggested Revision? 

a. Memberships . This item includes costs of membership in trade, business, and 
professional organizations and such costs are allowable.. 

b. Subscriptions . This item includes the cost of subscriptions to trade, 
business, professional, or technical periodicals. Such costs are allowable. 

c. Meetings, and Conferences and Exhibitions. Expenses representing the purchase 
of meals, transportation, rental of facilities for meetings, conferences, exhibitions and 
costs incidental thereto, when the primary purpose of the ' incurrance of such e^enses is the 
dissemination of teehnieal information er-the-etimHlatien-ef-ppeduetien-j-ajfe-allewafele 
intended to improve the overall effectiveness of the contractor arie allowable ^ 

l5--20U>li2 TRAINING EXPENSES 

Comments: Objection is made to the proposal which limits the definition of allowable 
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Page .55» NSIA SUGGESTED REVISION TO 

DOD DRAFT 3/23/55 SECTION IV 

is not flexible enough to meet conditions under which contractors operate today and are 
unnecessarily restrictive in the light of the basic principles and standards set forth in 
Section 15-201 • 

Changes are suggested to: 

a. No comment. 

b. Provide for the treatment of travel expense by the contractor as either a 
direct or indirect cost, whichever is in accordance with his normal business practice* 

c. Provide for the use of the per diem reimbursement method and/ or the actual 
reimbursement method if consistent with contractor's normal practice, io.e«, in the case of 
certain groups of employees, one method might be used and, in the case of another group, 
the alternate method might be used. This should be permitted if consistency exists as 
between the treatment of expenses of similar groups o 

d. Provide for the allowance of premium transportation costs when incurred in 
accordance with contractor's established practice. 

e. Elininate any reference to entertainment expense because such expense is 
covered separately in paragraph l5-20i|.ll. 

f • Eliminate the burdensome and time consuming requirement of obtaining 
contracting officer approval on personnel movement of a. mass or special nature. The 
proposed change gives the Government the protection required while permitting quick 
contractor decision and action* 
Suggested Revision s 

This includes costs of transportation, lodging, subsistence and incidental 
expenses incurred by contractor personnel in a travel status while on official company 
business. 

a. Travel expenses incurred in the normal course of overall administration of 
the business and applicable to the entire business are allowable when properly allocated. 

b. Travel expenses directly attributable to contract performance may will be 
charged to the contract directly or indirectly in accordance with the ppineiple-ef 

NSIA 6-10-55 ' 
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Honorable Charles Eo Wilson 
Secretary cf Defense 
The Pentagon 
Washington 25 ^ D« Co 

Jfy dear Mro Secretary^ 

The use of "generally accepted accounting principles^ as a basis for solving problems which 
develop in the accounting or auditiing fields under Government contracts is a commendable 
goal which has been supported for a long time by this Assooiationo Considerable progress has 
been made in the acceptance cf these principles by Department of Defense representatives as 
well as by Industry representatives o 

In one very important area,, hcwever^ no progress has been madeo This area is the acceptance 
by (jcvernment representatives of interest as an allowable cost under G-ovemment contract So 
In view of the fact that this position is inconsistent with "generally accepted accounting 
principles*' and is a problem which has become more acute since Section XV of the Armed 
Services Prccurement Begulation was released some five years ago^ we request your cooperation 
in reviewing the problem with your policy group covering this subject in the Department of 
Defenseo For your consideration^, we enclose a paper on this subject which outlines the 
National Security Industrial Association's point of viewo The Executive Coimnittee of the 
Association has approved this enclosure and has specifically authorised the President of NSIA 
to bring it to your attentibno 

After your review we hope that a meeting can be held between your policy group and representat- 
ives of our Association which, as you knowj, represents a very broad cross«segment of Industry© 
We would appreciate the opportunity cf discussing this problem in detail at the convenience of 
your representatives o . 


Yours sincerely. 


A/ 


HOMER Eo EWING, President 

National Security Industrial Association 


HEE/emg 
Enclo 


fni- Bulletin is designed to set forth aetivitiea of AHSoeiation commitieett dealing with military procurement proce- 
durr<. Comments, criticinms and nuggestions expresned herein represent the views of committee members only. 
It remaivs for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit. 
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and it the lowest cost to the customero This requires, among other things, that the capital 
.st* 'ture provide for considerable flexibility in the scope of Industry's operations in 
\:rcier tos (l) maintain a nucleus of skills and facilities during prolonged periods of low 
volume productions (2) provide the financial strength and liquidity that will establish cred: 
stability required to support high volume emergency production programsf. and (S) at the same 
time avoid the serious risks as well as the costly burden of carrying excess capitalization 
during prolonged periods of low volume product iono 

Compared with consumer production, where production volvune can be carefully planned over a 
period of years based upon estimates of consumer demands, volume of production for the 
Armed Services is controlled directly by the Armed Forces based upon military requirements 
of the memento The manufacturer of military supplies must operate in a state of constant 
readjustments that is^ be prepared at a moment's notice to expand production capabilities 
in a period of months that would take a consumer goods industry many years to do^ or to 
contract even more abruptly than the period of expansiono 

Moreover J. capital borrowings in the performance of Government contracts are frequently made 
necessary because of common delays in obtaining payment such as the slow processing of 
invoices" delays encountered in obtaining definitive contractual instruments authorizing 
payment Government revisions of delivery schedules which delay or stretch out deliveries 
over a longer period^, thereby prolonging investments in inventories jp and other Government 
actiono 

Under these conditions^, even the best capitalized company could not continue to finance from 
its own resources such an expansion and contractior cf its manufacturing organizationo 

This responsibility has been recognized by Congress through the passage of enabling legisla- 
tion authorizing a V»Loan program^ certain provisions in the Armed Services Procurement Act 
and in sections of the Defense Production Acto 

The argument is sometimes advanced that progress payments granted to military contractors 
take care of needs c This technique has never been adequate enough even to meet normal and 
necessary financing requirements o Under the recently revised policy of the Department of 
Defense with respect to progress payments,- the necessity of military contractors to resort 
to other means of financing has become even more acute o 

IVo Interest Hot an Element of Profit 

The disallowance of interest as a bargaining tool in relation to profit is unfair and 
illogicaio Under the recognized laws of business economics p as well as under "generally 
accepted accounting principles'* established by the accounting profession and used throughout 
American business and finance, all expenditures of carrying on business operations (other 
than distributions of capital) which are not properly capitalizable in the balance sheet 
are regarded as ordinary and necessary costs merely for the purpose of adjusting the profit 
allowance is a distortion of the fundamental principle of accounting and economics that 
"income less costs equals profit"© 

Interest expense is only one of a large number of factors that must be considered in arrivinj 
at standards of profit allowance and the development of such standards is an entirely sepa- 
rate problem which should not be confused with the statement of accepted accounting princi- 
ples governing costo 

The argument is sometimes advanced that the handling of interest as a cost has always been 
controversial even within the accounting professiono This controversy has. never been over 
the question of whether interest incurred was a cost of operationi that fact has always been 
accepted^ The controversial questions areg 
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TO: All Members of the National Security Industrial Association. 


9 May 19$$ 


Subject: Recognition of New Depreciation Methods Authorized by the Internal 
Revenue Code© 


Inclosed is a letter addressed to the Honorable W* J» McNeil, Assistant Secre- 
tary of Defense (Comptroller) with an attached industry statement regarding "Recogni- 
tion of New Depreciation Methods Authorized by 19Sh Internal Revenue Code." 

' Copies of this letter have also been sent to the following: 

Honorable H. Higgins, Assistant Secretary of the Army (LScRD) 

Honorable Raymond H« Fogler, Assistant Secretary of the Navy (Material) 

Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 

Honorable Win* B, Franke, Comptroller, Department of the Arir^ 

Lt* General C* B* Stone III, Comptroller, Department of the Air Force 

Major General K* E. Webber> Auditor General, Department of theAir Force 

Rear Admiral C* G# Warfield, Assistant CongDtroller Audit, Department of the Navy 

Brigadier General C. Ho Royce, Chief Arw Audit Agency 

MTo Warren Webster, Jro, Director of Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mro Howard W« Bordner, Deputy Con5)troller for Accounting Policy, 

Office of the Assistant Secretary of Defense (Comptroller) • 



Ftank Lo Puller 
Procurement Advisory Committee Executive 


1 Inclosure 

cc Itr to Hon W# J. McNeil w/ . . 

industry statement 

Note: Membership of the Acco\inting and Auditing Committee was included in Procurement 
Information Bulletin No* 91-55 


FLF/gf 

Tnui Bulletin is designed to set forth activities of Ausoeiation eommitteeH dealing with military procurement proce- 
dures. Comments^ criticisms and nuggesiions expresned herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit. 
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NATIONAL SECURITY Ii©USTRIAL ' ASSOCIATION 
RECOGNITION OF NEW DEPRECIATION METHODS 
AUTHORIZED BY THE 1951 INTERNAL REVENUE CODE 


Introduction 

The Department of Defense is strongly urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative depre- 
ciation methods authorized by the 195k Internal Revenue Codec 

In view of the fact that the Code permits the use of the methods retro- 
actively to January 1, 195iii all contractors are faced with a very serious problem of 
setting up their accounting records and filing their income tax returns on the basis 
of these methods without knowing to what extent the new depreciation methods will be 
accepted for contract pricing pxarposeso Contractors currently closing out completed 
price-redetermination type contracts and negotiating final overhead rates are con- 
fronted with the problem that the Government auditors and negotiators have no in- 
structions which permit them to arrive at a final agreement o Accordingly, contractors 
must either reserve the item, or negotiate a settlement which might not be equitable 
OF;* satisfactory* 

The new depreciation methods under the 19$h Code were adopted for very 
sound business and economic reasons and have been recognized by both the Congress 
and the accounting profession as being based on sound accounting principles o The 
declining-balance method and the s\im-of-the-years digits method were included in the 
Code in order to bring allowances for depreciation into accord with reality, to give 
recognition to the obsolescence factor and to remove barriers to modernization which 
existed vnder methods previously authorizedo The House iftfays and Means Committee and 
the Senate Committee on Finance both found that "based on a realistic estimate of 
useful life the proposed system conforms to sound accounting principles©" 

House Ways and Means Committee Report - Report Noo 1337 

House Report NOo 1337 issued by the Ways and Means Committee on March 9, 
195143 after observing that determination of the useful life of a particular asset 
and the method of allocating depreciation allowances to the years of use are both 
matters of judgment, stated (Underscoring supplied) 8 

^^ In many cases present allowances for depreciation are not in 
accord with economic reality, particularly when it is considered 
that adequate depreciation must take account of the factor of 
obsolescence o o o There is evidence that the present system of 
depreciation acts as a barrier to investment, particularly with 
respect to risky commitments in fixed assetso Comparatively 
slow rates of write-off tend to discourage replacement of obsolete 
equipment and the installation of modern, up-to-date machinery* 
Under long-run peacetime conditions, in the absence of the infla- 
♦ tionary pressures existing in the forced-draft economy of the 
postwar period, present tax depreciation methods mightdepress 
business capital expenditures below the level needed to keep the 
economy operating at high levels of output and employment*© o e o 
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Page 27. NSIA SUGGESTED REVISIONS TO 

DOD DRAFT 3/23/55 SECTION XV 

I 

lg>20li.lg INITIAL PRODUCTION COSTS 

Coininenti It is recommended that (1) in the second sentence the word "include" 
be substituted for the words "consist of" and (2) the last sentence be deleted^ "Starting- 
load costs" or "such costs" do not necessarily "consist of" only or all of the costs 
mentioned in the second sentence • Therefore the word "include" is considered to be more 
appropriate* 

Auditors and contracting officers of the military departments will have difficulty 
in determining (a) when starting-load costs have continued to an "unwarranted extent" 
and (b) when a contractor has been allowed "reasonable time" to learn to make a product 
efficiently. Therefore, it is believed that the retention of the last sentence can 
only increase the number of "costs questioned" by the military auditor and the number 
of cases referred to higher authority by administrative contracting officers and 
contracting officers, thus resulting in, at the minumum, prolonged justification and 
argument on the part of contractors and undue delay in settlement of cost-reimburse- 
ment matters o 
Suggested Revision ; 

Initial production costs, known also as "starting-load costs", are non- 
continuing costs that arise in early stages of production because of the contractor's 
lack of experience with particular materials, manufacturing processes or techniques 
involved* Such costs may include eeHsiet-ef excessive material costs resulting from 
abnormal scrap losses, excessive direct labor costs and related overhead resulting 
from idle time due to testing and change in production methods, cost of training employees, 
and excessive defective work due to inexperienced labor* 

While initial production costs are allowable, the contractor will be expected 
to work actively to minimize or eliminate them as rapidly as possible* iH-eases-whea?^- 
y^eee-eeste-eentiRHe-te-an-uHwapraHted-eK^eHi-af^eF-^he-eeRtFaeteF-has-feeeH-al^ 
peaBenable-timer%e-learR-%e-make-%he-ppedtte%-effieieH%lyy-%he-exeeeBive-eeB%B-wil4'^^ 
8ttb3ee%-%e-dis&llewaReeF- 

NSIA 6-10-55 
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NSIA SUGGESTED REVISIONS TO 
pOD DRAFT 3/23/55 SECTION X7 


l5-20li>l6 INSURANCE AND INDEMNIFICATION 

Comments a« The words "and bonds" have been inserted for the reason that cost of bonds 
should be allowed for reimbursement. 

b# In the first sentence, the words "within the limitations as to the extent 
of coverage and premium rates approved by the Government" should be deleted because .^the 
language is implied under subparagraph a* The change in the second sentence should be 
made since it is unnecessary for the Government to approve programs of "other insurance" 
and the costs thereof should be allowed to the extent they are reasonable and allocable 
to Government business • The contractor's judgment as to the amoimt of coverage and rates 
should be satisfactory unless specifically disapproved. Deletion of the last sentence is 
recommended because such insurance has become a recognized element in doing business and 
the entire cost should be allowed. 

Co These costs should be allowed unless the Government has specifically 
relieved the contractor or his subcontractors of the risks by contractual agreement. 

d. Provisions for losses under a self insurance program should be allowable 
if such provisions are established on an actuarial or historical basis. 

e* No comment. 

f . This paragraph has been modified to make it consistent with ASPR 7-203#22o 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION XV 


go Deletion of this paragraph is recominended since it is not clear what is 

meant by "Cost of indemnification." 

Suggested Revision ; 

Sic Included under this item are (1) those types of insurance which the 
contractor is required to carry under the terms of the contract, or by specific instruc- 
tion of the contracting officer or his authorized representative, and (2) any other 
insurance and bonds for which the contractor seeks reimbursement under the contract. 
The kinds of insurance ordinarily included in the first categorj'- are set out in ASPR 
10-501c 

be Costs of government required insurance are allowable^ wi*hiH-*he-lahHii%a- 
t3ienB-ae-te-%he-e«%eR%-ef-e6¥eFage~aRd-premi«m-ra%ea-appFe¥ed-by-*he-SeveP3^ Costs 
of other insurance, except that applicable to government-owned property, are allowable 
pFevided«4i}-%he-iH6Hranee-has-beeH-appp©ved-by-%he-iftili%a3?y«aepap*jaen%-^ 
(•2)-- is-*he-abBe?iee-'ef-eHeh-app3peval-peqHia?©meR*8, to the extent that any part of a 
contractor's insurance program has not been disapproved by the military departments, 
provided that the types of coverage, extent of coverage, and rates are reasonable under 
the circumstances c 6e&%s-allewed-f e3f»-'iiee-and-eeeHpaifiey-iRB>ipaneeT-hewevea?5--wili-iH 
p?iaeiple-tee-iiMited-ee-as-%e-exeiude-eeverage-ef-prefi% 
aRd-&Ry-6tker-iteKS-e?-e3cpeHse-uHallewable-'ttRdep--%hia-p&i'%. 

Co The costs of insurance or any reserve covering the risk of loss of or 
dam.age to government-owned property are h©% allowable except to the extent that the 
Government may-have-peqHiped-%he-e«R*3pae%eF-*e-ea3?py-etteh-instti»aReeT has specifically 
relieved the contractor or his subcontractors of the risks by contractual agreement a 

d. Provisions for losses under The-eeB*B-©f a self -insurance program 
e stablished on an actuarial or historical basis are allowable pFevided-^he-pFegpam-hae 
beeR-appFeved-fey-tke-militaFy-depaF^ent-eeHeerned subject to the tests of reasonableness 
and allocability under paragraph 15-201p Actual losses sustained under such a self- 
insurance program are therefore not allowable . 

e» The costs of insurance on the lives of officers, partners, or proprietors, 
are not allowable except where such insurance is part of an employee plan which is not 
unduly restrict^ed. 

f o Losses not covered by insurance resulting from failure to insure 4*i^®Hgh 
8elf-i3fi&uraHee-eF-e%he5FJfiBey^^^e^a^^ 

pp«deH%-buBiReee-ergaRiBa%i©R-weHld-have-iR6HFed-againB%-eHeh-iees-©^ are ne^^ 

allowable s except in those instances where the contractor failed to comply with the 
direction of the contracting officer to carry insurance . 

g. Ce8%-ef-iHdemniMea%i©H-'Wili-be-allewable-©Rly-*©-%he-eK%en%-exppeBBly 
pyevided-f ep- in-the-e©n%Fae% . 

' l$-20li.l7 INTEREST AND OTHER FINANCIAL EXPENSES 

Comments 2 NSIA views upon this subject were presented to the Honorable Charles E. Wilson 

in a letter dated 3 September 19$U« The present treatment of interest and other financial 

NSIA 6-10-55 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/2^55 SECTION IV 


expense is inequitable and such costs should be allowed. (See attached statement 
entitled "Allowability of Interest on Borrowed Capital in Military Contract Pricing.") 
Suggested Revision ; 

This item includes interest paid or accrued (regardless of the nature of the 
obligation \*iich gives rise to the interest cost), bond discount and expenses, and the 
cost of financing and refinancing operations as well as legal and professional fees 
paid in connection with the preparation of a prospectus, cost of preparation and issu- 
ance of stock rights and expenses related thereto. (See also 15-20U.2U)* These costs 
are allowable e "ttjftallewablej--exeep%-f©F-int>ei»e9t--assessed-by-8tate-©i»-leeal-taxiHg 
aH%kepities-)ii^eF-trhe-e©Rditiens-se%-fepth-in-SHbpapagpaph-l5-20l$TU^ 

1$-20U^18 LABOR REUTIONS 

No comment. 

This item covers expenses incurred in maintaining satisfactory relations 
between the contractor and his employees. It includes the cost of shop stewards, 
labor management committees, employee publications and other related activities. 
Costs incurred for these purposes are allowable. 

lg-20U.19 LOSSES ON OTHER CONTRACTS 

Comments.: This paragraph should be revised to permit the allowability of losses or 

costs incurred \inder participating research and development contracts where it is 

intendeda As written, the paragraph is inconsistent with the Court of Claims decision 

in Bell Aircraft Corp., v. U.S., 100 F. Supp. 661 (Ct. Cls. 1951) aff'd. per curiam, 

3kh U.S. 860 (1952), where a Government contractor was allowed to capitalize losses on 

experimental contracts and allocate them as costs to other Government contracts. 

Suggested Revision : 

This item covers any excess of costs over income under any and all other 
contracts, whether such other contracts are of a supply, research and development or 
other nature. Except for participating research and development contracts, costs of 
this nature are not allowable as a cost of performance of the Government contract. 

l5-20Uo20 MAINTENANCE AND REPAIRS 

Comments: It is recommended that: 

1* in the second line, the word "property" be defined to include Government- 
owned facilities. 

2. In the fourth line, the word "its" be changed to "an". 
NSIA 6-10-5$ 
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NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/55 SECTION IV 


3* Subparagraph b. be deleted. 

In any operating plant and machine there is usually some element of deferred 
maintenance, and a combination of engineering and management skills is necessary if 
undue wear, plant breakdowns or other undesirable results are to be avoided. Manage- 
ment's decision as to when to repair is usually based on whatever action, or inaction, 
as to maintenance will produce a minimum effect on cost. Deferred maintenance arises 
from such causes as: 

1. Inability to close a plant or part thereof, or remove a machine for 
repair without interfering with a production schedule. 

2e The scheduling of periodic repair periods during whidi accumulated 
repairs and overhauls are made. 

3. The relatively high cost of overhauling a single item as compared 
with the collective overhaul of a group of items during or following an operating 
periodp 

The lack of need for future efficiency as in the case of an item which 

is to be disposed of. 

Military auditors and contracting officers will not be able to determine (a) 
deferred maintenance arising out of abnormal operating conditions and (b) when deferred 
maintenance has been delayed for a future period. It is believed that the retention of 
subparagraph b. will cause an increase in the number of "costs questioned" and can only 
result in prolonged j\istification and argument and undue delay in settlement. 

Suggested revision s 

a. This item includes those costs necessary for the upkeep of property 
(including Government-owned facilities ) which neither adds to the permanent value of ^ 
the property nor appreciably prolongs its intended life but keeps it in an i%e. efficient 
operating condition. These costs are allowable o Expenditures for plant and equipment 
which, according to generally accepted accounting principles, should be capitalized aid 
subjected to depreciation will be allowable only on a depreciation basis. Cost of main- 
tenance and repairs of excess facilities and of idle facilities (other than reasonable 
standby facilities) are not allowable. 
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br — Beferred-mainfeenaRee-ia-defined-as-mainteRanee-and-pepaips-wh 
seme-re a8en"3tteh-a9-aba©rffiai-epeya%ing-eenditien9-ep-iaek-ef-fttftdS3r-i3-de 
^HtHre-periedT — The-eeat-ef-maintenanee-aBd-pepaijps-whieh-has-beeifi-defepped-fpem-a-- 
peried-ppiey-%e-%he-een%i»ae%-i8-ne%-allewable-URless-9peeif ieaily-ppevided-fe?-^ 
eeH%3?ae*T — Likewi8ey-%he-es%imafeed-ees*-©^-main%enaHee-and-pepaiP8-H9Fmally-FeqHi^ 
b>i%-ne%-aeeempli8hed-dHPing-%he-pepied-6f-%he-e9R%pae*-will-ne%-be-all9w 
HHle88-8peeifieaily-p3?evided-fep-in-%he-e©Ht3?ae%T 

15-20U>21 MANUFACTURING AND PRODUCTION ENGINEERING 

Comments: It is recommended that tool modification be included in the list of current 

manufacturing processes. Manufacturing and production engineering, includes tool 

modification as well as tool design and tool improvement. i 

The last sentence of the paragraph should be modified to be consistent with 

the referenced paragraphs 15-202 and 15-203 • The contractor's consistent practice of 

distributing such costs should be acceptable* The present language of the paragraph 

will cause questions to be raised by military auditors and contracting officers merely 

because a contractor's practice may not be in accordance with the instruction ''should 

ordinarily be" or "should be". 

Suggested revision : 

Manufacturing and production engineering includes the cost of engineering 
activities in connection with (1) current manufacturing processes such as motion and 
time study, methods analysis, job analysis, and tool design, modification , and improve- 
ment and (2) current production problems, such as materials analysis for production 
suitability and component design for purposes of simplifying production. These costs 
are allowable. For purposes of distribution, such costs should ordinarily be distributed 
as provi ded in paragraphs 1^^-202 and lo-203 . divided-inte-fewe-eategspiest (i>-%kese-whieh 
dipeetly-benefit-a-eentFae%5--a-ppe;}ee%j'-ep-a-pped^ie%-iiHe-afid-(ii)--%he^ 
aye-ne%-8Hb3ee%-%©-direet-ees^iRgT — items-in-eategeFy-fl)— shettld-be-ehapged-diyeetly^e 
the-eentpae%-e]?-ppe3eefe-ep-aileeated-%9-the"-pi?edHe%s-iH-the-p3?©dttet-liHeT — ^es^B-i-R 
ea%egepy-(ii)— she^ld"be-ali9ea%ed-te-ail-beRefi%%ed-wepkr 

15-20U>22 MATERIALS AND SUPPLIES 

Comments: 

a* The major change here is the deletion of the word "net". Industry should 
have the freedom of choice between applying discounts, adjustments, etc* either direct 
or through overhead • 

b. The reasons for the changes in this paragraph are apparent. Here again 
Industry should have the prerogative of treating such credits either direct or through 
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overhead. 

c. No comment. 

d« The word "generally" has been deleted as it is felt to be too restrictive 
as used in this sentenceo Any recognized method of pricing should be acceptable. The 
word "equitable" has been replaced by "reasonable". This substitution is made on the 
basis that the word "equitable" can be too controversial by injecting into the exercise 
of judgment by the Audit Service or Contracting Officer elements not encountered if the 
word "reasonable" is used. 

The provision in the second sentence regarding the use of replacement cost 
should be permissable without contract provision. In addition the requirements of 
identifying such items at the time the contract is entered into would be entirely too 
burdensome to the contractor and in fact would not be feasible from a practical stand- 
points 

e. Flat disallowance of "write-down" of values of inventories is not 
equitable. It is an accepted accounting principle that owing to technological advances, 
engineering changes, defects, self -wear, etc., 100% utilization of stock inventories 
will not be realized, and replacement value may be lower than original, cost. Where 
the contractor can demonstrate that the methods used to reduce the values of inventories 
are logical, and have been applied consistently over a period of years, and that prudence 
was exercised in acquiring the stocks involved, such inventory valuations should be 
allowed to the extent allocable to Government business. 

f e The proposed redraft- on this paragraph is based on the principle that 
where a contractor has an established plan for pricing "inter-unit" shipments and can 
show that such pricing is . based on competition, he is entitled to such a price as a part 
of contract costs. This is further borne put by the fact that the Services will 
recognize purchases made from sources outside of the contractor's business as a legitimate 
item of contract cost and which, of course, includes overhead, general and administrative 
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expense and profit. There are too many instances at hand where the Contracting Officer 
has been obliged to refuse to recognize the price of an article normally manufactured 
and sold competitively even though that price is lower than any that could be obtained 
from outside sources. It is felt that this is basically wrong and the redraft of the 
ASPR comments and proposals is intended to correct this. 

g. A paragraph has been added to cover pricing on articles normally manu-" . 
factured by a contractor where it involves the contractor's prijne location. Paragraph 
f covers these transactions where "inter-unit" shipments or transfers are involved but 
does not coyer the contractor's prime division where he may supply articles noirrially 
manufactured and supplied on his prime contract. The arg^jments for the acceptance of 
paragraph f hold equally as well for this paragraph. 
Suggested revision : 

a. This item includes the He% costs of such items as raw m.aterials, parts, 
sub -assemblies, components, and manufacturing supplies, whether purchased outside or 
manufactured by the contractor, and may include such collateral items as inbound trans- 
portation and in- transit insurance. These costs are allowable subject, however, to 
the provisions of subparagraphs b through f below. 

b. Cost of materials and supplies shall be suitably adjusted either directly 
or indirectly as a reduction of costs for applicable portions of income and other credits 
received by the contractor . Such income and other credits may include trade discounts, 
refimds, rebates and allowances, cash discounts taken by the contractor , -and credits for 
scrap and salvage, and materials returned to vendors. Hewevepj- whepe-*tee-eaH%Fae%eF-eaR 
dem©HS%pate-tha*-failHre-te-take-eash-diseetta^s-was-dtte-%e-eipeHms%aRee8-beyeRd-M 
%Fel3r-Stteh-lest-4i&e^HH%9-will-fee-ailewed. 

c. When materials are purchased specifically for and identifiable solely, 
with performance under a contract, the actual purchase cost thereof should be charged 
to the contract. 

d. If materials are issued from stock, any genepaily recognized method of 
pricing such materials will be acceptable, provided the method is consistently applied 
and the results obtained are eqHi%abie reasonable . . Where materials in stock at the 
commencement date of the contract have a provable replacement cost significantly higher 
than book cost, the contractor may , aH^-the-Sevepftmeat-mayj— by-eafttpaet-previsieHy-agpee 
HpsH-the use e£ a method of pricing based upon the fair value of the materials as of the 
date of the contract, but not in excess of replacement cost on such date. . Sneh-agpee- 
meHt-eheuld-iHeiude-iden%±fiea%ien-ef-tke-types-ep-kift5s-ef-ma^e^ 
ah©uld-be-made-at-the'-*ime-fee-eeft%paefe-is-eftfeeped-infe9-aad-ppavided^ 
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e. Reasonable charges arising from difference between periodic physical 
inventory quantities and related material control records will be included in arriving 
at the cost of materials, provided that such charges ^i>-ele-ne%-iHeiHde-^'wpi%e-dewHe« 
ef-valHes,-and4ii> relate to the period of performance of the contract. All credits 
arising from differences between periodic physical inventory quantities and related 
material control records shall be taken into account. 

f . Oydinajpily If a contractor has an established method for pricing sales 
or transfers of materials end, supplies and services between plants, divisions, or 
organizations, under a common control, Bhai±-fee-e%ated-e»-4he-basi6-ef-eeB*-%e-^he 
traneferep*— lH-*he-ea8e-ef-aHy-i%effi-pegHlarly-manHfee%H3?ed-aRd-Beld-by-aHy-Btteh-%ranB- 
feyep-^hyee^-eeKOTefeial-ehaM^els-a-depaFture-frem-thie-eeet-feasis-is-pepmiBBifel^ 
that-the-ppiee-ehapged-te-the-eeHtrae* any such materials or supplies manufactured and 
sold bv any s u ch transferor in the regular course of its business may be charged to _ 
the contract"iTmate"rials and supplies at a price which does not exceed the lower of {x) 
'the transferor's sa^e price customarily charged to its most favored non-affili ated user 
customer for the same item or service in like quantity or (ii)the prices ef charged by 
other suppliers for the same or substantially similar items or services . 

All other sales or transfers between such plants, divisions or organizations 
shall be c narged to the contract on the basis of total cost to the transferor . 

g. M aterials and supplies furnished by a contractor' s prime location , 
which are manu f act-or ed and sold in the regular course of its business may be charged 
to the contract a s materials and supplies at a price which does not e xceed the lower 
of (i) the prime loca tion's price customarily charg e d to its most favored non-affili - 
ate d user customer f'^lhe" same item in like quantity or CiiJ the pri ce charged by 
cWer suppliers for the same or substantially similar items . 

I5-2OU.23 ORGATJIZATION ETPENSES 
Nc Comment. 

This item consists of expenditures in connection with organization or 
re-organization of a business. Examples of such costs are incorporation fee, attorneys 
fee, fees to promoters and organizers and costs of raising capital. These costs are 
unallowable. (See paragraph 15-20I4.I7). 

l5-2Ql|.2l4 OTHER BUSINESS EXPENSES 

Comments { The use of the word "annual" in the first sentence should be deleted since 
contractors are required, under certain circumstances, to issue periodic reports to 
stockholders in accordance with requirements of the Securities Exchange Commission and 

other regulatory bodies. 

In the last sentence of this paragraph that portion directly following the word 
"allowable" has been deleted since this portion of the sentence would give the Contracting 
Officer an opportunity to match opinion with the contractor as to his business practices 
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which is considered to be outside the realm of his responsibility. Further, it is felt 

that 15-201 covering the factors of reasonableness and application of generally accepted 

accounting principles and practices adequately covers the Contracting Officer. 

Suggested Revision : 

Included in this item are such recurring expenses as registry and transfer 
charges resulting from changes in ownership of securities issued "by the contractor, 
cost of shareholders' meetings, proxy solicitations, preparation and publication of 
anniiai reports to shareholders, preparation and submission of required reports and 
forms to taxing and other regulatory bodies and incidental costs of directors' and 
committee meetings * The above and similar costs are allowable when iHettyred-iH-FeaseR- 
abie-ameHH^e-iH-aeeeydaftee-with-the-eeft^rae^eF-^-s-eBtablished-ppaetieee-aH 
on an equitable basis to all classes of work. - 

15-20U>25 OVERTIME, EXTRA-PAY SHIFT AND MULTI -SHIFT PREMIUMS 

Comments: Contractors should not be required to separately identify overtime premium 
if it is not in accordance . with the contractor's accounting system. The requirement 
is restrictive and \mnecessarily burdensome o 

The major change made in this paragraph deals with overtime and shift premiums 
identified to direct and indirect labor and emergency overtime. The paragraph as written 
would treat shift payments and shift premiums as out of the ordinary and not to be 
authorized without special permission. The practice of granting premium pay for 
unpopular shifts in a multi-shift operation is standard operating procedure; in fact, 
it is normally made a provision in union contracts. The paragraph should therefore be 
rewritten as suggested to set up a paragraph (a) covering overtime pay and a paragraph 
(b) covering shift premiums with the understanding that shift premiums are allowable if 
in accordance with the contractor's practices and procedures. 

In so far as emergency overtijne is concerned, a.llowance of this type of 
premium without specific authorization is contained in ASPR 12-102 (c) which states 
"The policy stated above shall not be construed to limit the use of or payment for 

emergency overtime work as may be required «> "o Such a provision should also be 

included in l5-20li.25 as reflected in the suggested revision. 
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Suggested Revision ! 

This item consists of the premium portion of overtime and shift payments to 
employees. Such premiums may be classified as either direct or indirect labor costs. 
bH%-tke-a«euRt-ef-evertime--premium-sheHld-be"Separa%ely-identifiedT T/Jhen direct labor 
cost is the base for distribution of overhead, overtime premiums shall not be included 
therein, (a) Cost of overtime and-shif%-p?eHiiiims paid to the direct labor force are 
allowable enly to the extent expressly provided for in the contract or otherwise 
authorized by the Government. See-ASPR-12^102-fer-fHF%hea?-iRfe3f'H&4ieH-eeHee3?ning-%fee 
peliey"Pegape[ing-s\iefe-aH%he2?iBa%ieHT However, this shall not be construed to limit the 
use of or payment for emergency overtime work as may be required. The cost of overtime 
paid to the indirect labor force for emergency overtime work or to handle periodic 
peak administrative loads is allowable . ^he-amettR^-ef-eveFtiMe-aAd-shifi-ppemim-eest 
ehapged-eR-gevePHKeHt-eeRtraets -shall -be -eqtt3itable-iR-reiatien-%e-the-ameunt-ef-s*tteh 
ees^B-ehayged-en-neR-gevernment-wepk-being-eeHettrrently-perfermed-i^ 

plaRt-aRd-%Re-faeteps-whieh-Reee8si*ate-%he-iRettPpeRee-ef-*he-ees%T (b) Shift premiums 
in accordance with the contractor's practices and procedures are allowable * 

15-20^.26 PATENT EXPENSES 

Comments: The proposed language of this paragraph would disallow the cost of preparing 
patent applications unless such applications were filed on behalf of the Government or 
the written authorization of the contracting officer was obtained. It is believed that 
all costs leading to the issuance of patents as well as infringement, investigation and 
litigation should be regarded as allowable costs* Such activities are of direct benefit 
to the Government even though the Government may not obtain any rights under the patents 
because, by obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to some other person who may obtain a patent on the same 
invention. Moreover, the costs of maintaining a patent department in any manuf actviring 
company is a necessary cost to its overall operations and should be considered as a 
necessary cost of doing business. The primary change which has been made in the para- 
graph therefore covers an addition which would allow all costs leading to the issuance 
of patents as well as infringement, investigation and litigation* There has also been 
included preparation of licenses to the Government as well as disclosures. 
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Suggested Revision ; 

Included in this item are such expenses as amortization of the cost of 
purchased patents and all costs leading to tue issuance of patents, as well as the 
cost of infringement investigation and litigation. Amortization of the cost of 
purchased patents applicable to contract products or processes is allowable. The 
aee%-ef-prepapiHg-disele8H3?e9 All costs leading to the issuance of patents, the cost 

infringement^ investigation and litigation, cost of preparing disclosures and 
licenses to the Government as required by the contract, and of preparing assignment 
and other papers in connection with the filing of a patent application for the Govern- 
ment, and any expenses incident to patents incurred upon the written authorization 
of the contracting officer, are allowable. All-e%he3?-pa%eHt-expensee-and Charges 
for the use of patents where the Government has a license or the right to free use 
thereof, are unallowable. ?he-eesfe-ef-3?eaeaF8h-aHd develepweH%-we?k-ieadiHg«%e-pa%ea%8 
is-*Fea%ed-iR-sitbpapagpaph-l$-aOitt-35 . 

l5-20Uo27 PENSION AND RETIREMENT .PLANS 

Comments: (a) Paragraph "a' of this clause establishes a definition for pension and 
retirement plans. We have suggested deletion of the fourth and fifth sentences from 
the definition because of their restrictive nature. Pension and retirement plans may 
be established which are dependent upon profits and such plans if approved by the 
Internal Revenue Service should be acceptable to the Military. In other instances such 
plans may fall under the scope of the special case situations covered by paragraph 'g^. 
The fifth sentence is ambiguous and raises a number of points capable of misinterpretation. 
There is some indication that if pension plans employ f-onds, arising from any cause what- 
soever in the operation of the plan, in a manner other than to reduce the employers 
contribution, the plan will be considered as falling outside the definition. In addition, 
the sentence mingles the technique of determining pension benefits with the question of 
how certain reversionary credits should be handled. Paragraph »f» adequately deals with 
reversionary credits and the possibility that some pension plans may provide for increased 
benefits under certain circumstances should not outlaw them. ' . ~ 

(b) Part 6 of Section XV has heretofore treated pension and retirement plais 
as giving rise to recognized costs of doing business. In establishing principles in 
part 2 for determining the allowability of such required costs, it is necessary to take, 
into account that pension plans are employed by firms of all sizes. The pension and 
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retirement plans of all commercial enterprises (other than tax-exempt and non-profit ' 
institutions) come under the cognizance of the Internal Revenue Service for approval 
purposes • The Government business done by these firms as compared to commercial business 
varies from small to relatively large proportions. Generally, the proportion of Govern- 
ment business done on a cost reimbursement basis is relatively small as compared with 
the total business of the contractor. Because of all of the above factors it is import- 
ant that a standard applied by only one Government Agency be used in evaluating the 
plans employed by the various segments of industry. Where such Government approval has 
been obtained, additional approvals by agencies of the Military Departiients are unnecessary. 

For purposes of determining allowability and alloc ability, approval of the 
cognizant auditing agency should be binding upon the other Departments; it is un- 
necessarily expensive for both the Government and the contractor to be required repeatedly 
to submit the contractor's system for review to a number of Agencies. 

(c) Criteria established to determine the allowability of costs should 
consider the costs allowable under such approved plans subject to the usual tests of 
reasonableness and allocability. Where the contractor has an established pension plan 
in which all employees working on Government and other business are indistinguishable 
as to conditions of employment, eligibility of benefits, pension contributions should 
be allowed in full to the extent allocable to Government business. 

(d) No comment. 

(e) Reallocation of costs between years on the basis of Internal Revenue 
techinical limits which disallow in one year and pick up in subsequent yeiars is impracti- 
cal and should not be required so long as a consistent method of contribution is followed 
by the contractor. Application of the Internal Revenue Code limitation in any year 
without permitting the carry-over to subsequent years is inequitable. The contractor 
has in fact, incurred the cost and its deferral to another year for tax purposes 
recognizes thia. To attempt to segregate a small portion of the contractor's contribution 

NSIA 6-10-55 


Page ho. 


NSIA SUGGESTED REVISION TO 
DOD DRAFT 3/23/5^ SECTION 17 


allocable to a single contract in a particular year, when the majority of contractors 
have a number of Government contracts on which performance is spread over a number of 
years, is a meaningless refinement which in the long run will benefit neither the Govern- 
ment, the Military Department nor the taxpayer • 

(f) Methods used by some contractors to determine pension contributions take 
into account unusual as well as normal fluctuations in employment and are susceptible to 
review to so demonstrate. Methods used by other contractors to determine contributions 
may be found to be inadequate to provide for such fluctuations and may thereby make it 
necessary for the Government to require special provisions for revisionary credits. 

In such instances no particular rilethods should be prescribed but each case should be 
handled by whatever method is mutually agreed to be appropriate in the light of all the 
circumstances. 

(g) The costs of lump sum purchases of annuities or of lump sum payments to 
approved pension and retirement plans should be allowable without specific contract 
provision. The Government is adequately protected by the tests of reasonableness and 

. allocability referred to in paragraph l5-201(b). 
Suggested Revision: 

a* A pension plan as used herein is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of definitely deter- 
minable benefits to his employees over a period of years, usually for life, after retire- 
ment. Such a plan may include disability, withdrawal, insurance or survivorship benefits 
incidental and directly related to the pension benefits. Such benefits generally are 
measLired by, and based on, such factors as years of service and compensation received 
by the employees • Tke-detepmiHatiGH-ef -^he-ameHftt-9^-p8Hsi9H-beH9fi%s-and-the-eeH%FibH- 
tieHS-te-ppevide-Sttek-beHefits-ape-Het-depeHden^-HpeH-pFefitsr — Ben6fits-ape-H9%-de£iHitely 
de%eMinable-if-funds-arising-fpsm-fei?fei%ttPes-eR-te™ 
may-be-ttsed-te-ppevide-iHepeased-beHefits-fer-the-remaij^iHg-parfeieiBfv^^ 
*4sed-te-reduee-%he-ameuHt-ef-een%Fibu%iena-by-%ke-empl9yeFT A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon -retirement or over a period 
of years after retirement will be considered a pension plan, if, under the plan, either 
the benefits payable to the employee or the required contributions by the contractor can 
be determined actuarially. 
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b. Pension and retirement plans which are subject to the approval of the 
Internal Revenue Service must have been so approved prior to consideration by the 
Military Deparmente Consideration of the plans by the Military Departoent will be 
limited to consideration of cost and allocability thereof and will be ihe responsibility 
of the Department to which audit cognizance is assigned and deteminations by the 
cognizant audit agency will be accepted by the other Departments o Heweve?r-apP3?eval 
©f.^ke-plaH-by-tke-lnfeePRai-HeveRHe-SeFviee-deee-Het-neeessapiiy- as enre - the - all ewanee 
ef-the-eestB-ef-sueh-plaR-by-the-Militajfy-BepartmeRtr-'CeRsideratien-^ 
te-tke-respsRsibility-ef the-DepaptmeRt-te-whieh-audit-eegRisaRee-ie-assigRed-aRd-the 
SHbseqHeRt-ae%ieR-^akeR-by-that-DepaptmeR%-will-geRepali?-be-ee€ep4^d-fey-the-et^^ 
Bepartm€R4;S^ IR- eases-- whepe-4he- iRternal-ReveRHe- Serviee-witfed^^ 

ameHHte-alleea=feed-%e-eeR%pae%-ee6t6-will-be-withdrawH-aee©FdiRgly-^ Where pension and 
retirement plans of non-profit or other tax-exempt organizations are not required to be 
reviewed and approved by the Internal Revenue Service, it will be the responsibility of 
the Departjnent to which audit cognizance is assigned to give consideration to the 
acceptability of such plans o 

c. The cost of pension and retirement plans approved by the Internal Revenue 
Service-whieh-a5^e'-prepeFiy-eledtte*ibie-f3?em-taxafele-iReeme are allowable except as other- 
wise determined unallowable under this paragraph. The cost of retirement plans, which 
are based on profit sharing, shall be subject to paragraph 15-20U.6ec Costs of accept- 
able .pens ion and retirement plans established by njn-profit or other tax-exempt organiza- 
tions are also allowable except as otherwise determined under this paragraphe 

do Pension and retirement costs constitute a part of the total compensation 
by a contractor to the individuals covered by the plan, and accordingly, are subject 
to the provisions of this section with respect to reasonableness of the total compensa- 
tion paid to the individual for the services rendered o (See 15-20U.6) 

eo The amount of the contribution subject to allocation as a contract cost 
will be limited to the maxirriom amount required to fund an approved plan, or the amount 
actually contributed, diiPiRg for the taxable year, whichever is the lesser. ?ke-ea?Fy- 
©ve?-pFevisieB.B-ef-the~lRtePRal^veRue-Gede-with-Fes 

aRd-petipemeRt-plaRs-skall-Re%-be-pee6gRiaed-fep-the-purp©Be-ef-de%epmiRi^^ 
peRsieH-aRd-pe^iFemeRt-eestB-uHdeF-SeveapRfteHt-eeRtpae^Sv 

f. Credits which arise iinder pension plans from various sources, such as 
dividends and cancellation of employee benefits which have not vested at the time of 
termination of their employment, must be taken into account in an equitable manner in^ 
the determination of the allowable pension and retirement contribution. Special provi- 
sion for these credits ^s-HS^ally may be necessary when the contractor's organization 
has substantially expanded for, the performance of military contracts and there is a 
reasonable expectation that the employment of a large number of the additional employees 
will be terminated upon curtailment of military workc Where the contractor can demon - 
strate that reasonable provision has been made for the effect of such reversionary 
credit s in his method of determining pension contribution^ no special provision for 
these c redits is requiredo Otherwise, HRdeF-these-eigeHms^aaeeg, it will be expected 
tEatTan arrangement will be made which will result, as nearly as may be practicable, 
in the Government's receiving the benefit of these credits to the same extent as it 
originally participated in the related costs. ^heFe-aFe-twe-geneFal-methede-whieh-may 
fee-"a©ed^-iRdividiia±±y-eF-iR-eeRbiRatieRj-iR-makiRg-Btteh-aFFan 
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and-agpeed-i±pan-in-advaneer--Be%eminafeieR-ef-Stteh-allewanee-genera 

ae*HaFial-ppeblem-invelving-a-ealeiiia%ien-based-Hpen-knewn-fae%ep6j-bH%-^^^ 

a^eiRpfe-%e-Feaeh-a-Heg8%iated-agFeemeHfe-a8-*e-va3?i9HS-HH8eFfeaiH-eF-¥aFiable-fae%©FS 
iH-a-eemplex"-si%Ha%ienv 

('2)---A-Fe%Fespee*ive-de*eFmiaa%ien-a%-s©me-^ime-ift-the-fH%uFe 
aeettFa*e-e&*a«a%e-8an-be-made-by-viFttte-9f-e3cpeFieaee-whieh-may-have- 
aHek-de%epmina%ieny-ettFFeft%-ee3%8y-whieh-3hettld-be-ne%-efTettFFeHfe-eFedi*s may-be 
ailewed-pFevided-an-appFepFia%e-eefi%Faetual-agFeement-ean-be-Feaeked-Hhieh-Fe6 
*he-QeveFnffleHt^s-Figh%-%9-f H%HFe-eFedi*s . 

go The costs of lump sum purchases of annuities or of lump sum cash payments 
or periodic cash payments made to provide pension or retirement benefits for retiring 
or retired employees other than incurred \inder approved pension and retirement plans 
will be considered on an individual case basis and are allowable ©aly-%e-%he-ex%eR*- 
9peeifieal±y-pFe¥ided-*ey-iH-%h8-e9a*Fae*. subject to -the usual tests of reasonableness 
and allocability o ' ' 

15"20U,28 PLANT PROTECTION EIPENSES 

Comments t All plant protection expense should be considered as allowable cost. The 
objection to segregation of plant protection into two classifications is two-fold. First, 
in the case of a contractor working on a number of classified Government contracts in 
a given location, it would be difficult if not ijripossible to apply such special plant 
protection costs directly to each contract. One guard may provide equal protection to 
all work. Second, it is not practical for the contractor to develop individual overhead 
rates for each Government contract if he holds numerous contracts. 

This paragraph as written also fails to recognize the existence of a third 
class of plant protection expenses, namely, those expenses which arise peculiarly from 
doing business with the Government, but which are not of a type which arise because of 
the specific "direction" and "approval" of the Contracting Officer. Expenses referred 
to include the costs of clearing personnel to handle classified work, the acquisition 
of special cabinets and safes for storage purposes, etc. as required by the Security 
Agreements and Military Security Requirements Clause of contracts. These costs are 
common to Government business as a whole and are apart from special security measures 
which may be ordered by a contracting officer under a specific contract. In view of the 
foregoing, the article should be rewritten as follows: 
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Suggested Revisicn ? 

This item includes the cost of all plant protection measures such as wages of 
guards J, equipment of guards (uniforms^ fire arms, etc.)^ sjid depreciation on plant 
protection capital assets, stor age of classified matter, clearance of employees j etc > 
and includes all costs required by the nature of contractor's business,, requirements of 
Military Security Requirements Clause ASPR 7-10U>12 and DDUUl Security Agreement and the 
cost of s pecial plant protection measures specifically ordered or approved by the Con - 
trap ting "O f ficerT These costs are allowable and allocable in accordance with the basic 
principles and standa r di^f 13-201 e Feaf-the-purpese-ef-eefitapaet-eesting^-theee-estpeHeee 

piaH4«p?etee%ieR-expeR&er--Nemai~plant-ppe%ee%ieR-e6Bts-ar^ 

ex%eRei&R-©f-%ke-eeHt^ae%©2?^e«-HerK^al-plan%-pFetee%ieR'-pF 

aileeable-^^e-speeifae-SeverRmen^-eeRijpaets-yequia^iag-epaeiai 

dip©e.%ieR-aHd-appy©¥ai«»©f-%fee-eeH'ferae%iRg~eff3bee2?»' 

l$°20l|c29 FPJ-CONTRACT COSTS 

Comments? The second sentence of the pai*agraph as written tends to contradict the first 
in that it limits the type and amount of cost that may be allowable without regard to 
whether such costs are otherwise reasonable and necessary and would therefore have 
been allowed if incurred after the execution of the contract- Accordingly, it is 
suggested that the paragraph be rewritten as follows? 
Suggested Revisiong 

Pre-^contract costs are those which are incurred prior to the effective date 
of the contract and which would have been allowable thereunder if incurred after such 
datec Such costs will h©% be allowed uiil©e© when authority therefor is specifically 
set forth in the contract and may be Imited to a period of timco se»weil-&©-*e-*he . 

15-20U«>30 PROFESSIONAL SERVICES > LEGAL, ACCOUNTING3 ENGINEERING AND OTHER 
Comments g (a) This paragraph as written singles out the costs of professional services 
rendered by members separately engaged, and establishes factors for determining allow- 
ability which are ij^.equitable« Vftie titer or not professional people are on the contractor's 
staff or separately engaged should not be a factor in determining the allowability of 
the costs of their services. 

(b) In addition, the past pattern of such costs, the impact of Government 
contracts on his business, the nature of his own organization, etco should also not 
be determining 'f act.ors as to allowabilityo The scope and extent of Government regula- 
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tions, the changing requirements of contract clauses and peril of loss in connection 
therewith make it necessary that the contractor avail himself of professional assistance. 
As a class, such costs should be allowable subject to the application of the basic prin- 
ciples and standards set forth in 15-201 relating to reasonableness and allocability* 
(c) The cost of successful defense of anti-trust suits and the successful 
prosecution of claims against the Government should also be allowable. We suggest the 
clause be rewritten as follows s 
Suggested Revision s 

a. This, item includes the cost of professional services rendered by the 
members of the particular profession whether as members of the contractor* s organization 
or separately engaged. These costs generally are allowable when reasonable and allocable 
In accordance with the basic principles and standards of 1$-201 > iR-yelatiea-^e-^he 
Be3wieea-pendeFed-&Rd-aFe-Het-e©atiageHt«up9H-pee8vejfy-eje-fehe-ees%s-fpem-%h 

b. Fae%ei?s-%e-be-eeH9idered-fameHg-ethe^8)--in-de%epmiHiftg-%he-allewabi 
ef-ee&%&-iH-a-paj?feiettlap-ease-a2»e* — f i)— pas%-pa%*e3ft-9f-stteh-eas%ej— pap%ieHla3?ly-iH-%he 
yeaps-ppie?-te-%he-awayd-ef-Save}?3M©a%-ee3f^%pae%8t-4ii)*-%he--impa8%-8^-gevepm 

8n-%he-een%pae%eF^s-bHsiHes8t"(iii)'-*^®~R^*^^®-^?*^-^e®P®'"^^"^^2^sg^ 

ef-%he-eea%pae%eP'*'S-ewH-e.FgaHisatienj--aHd-4iv)--whetkep-ep-H8*-%he-pi»e^ 

meH%-wapk-%e-%he-e8H%paet9P^9-%etal-bH9iHe38-i9-9H8h-a8-%8-iH^i>ieHe8-%ke-e9R%Fae*^ 

iH-favep-ef-iHettypiHg'-%he-e89%y-pap%iettlapiy-whepe-=fehe-sepviees-pendeped-ape-He"^-a-eeH- 

%iHtting-aai5we-and-haye-ii%%le-?ela*i8Hship-t8-w8Pk-'aHdep-GeveP3^ Retainer 

fees *8-b© are allowable mHst-be when reasonably supported by evidence of services 

rendered. 

Co The costs of legal, accounting and consulting services and related 
expenses incurred in connection with organization or reorganization, prosecution of 
'patent infringement litigation (except as provided for in 15-'20]4.«26) , unsuccessful 
defense of anti-trust suits, and the unsuccessful p rosecution of claims againSb t he 
Government are unallowable. 

15-20UO1 PROFITS AND LOSSES ON DISPOSITION OF PUNT AND EQUIPMENT OR 
OTHER CAPITAL ASSETS '■ ^ 

Comments: Flat exclusion of profits and losses on disposition of Plant and Equipment 

is objectionable. If assets are acquired for a contract and have no other use, a profit 

or loss on disposition indicates that the depreciation assumptions were not completely 

realized and the profit or loss on disposition adjusts for the difference. It is 

suggested that the clause be modified as follows: 
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Suggested Re^vO^sion : 

Included herein are gains or losses of any nature arising from the sale or exchange 
of plant, equipment, or other capital assets, including sale or exchange of either short or 
long term investments* Profits or losses on sale or exchange of eapital-assetBy-inelttding 
investments, will be excluded in computing contract costs o Profits or losses on the sale 
or exchang e of plant., equipment;, or other depreciable assets will be included in computing 
contract""ccst£ > 

15»20U,32 RECONVERSION EXPENSES 

Comments? Where a contractor has made special plant changes in order to introduce a 
Gcverrjrient contract into his production, the cost of that contract is not complete until 
it covers both the cost of installation and the cost of restoring the facility to its 
original conditiono This paragraph limits the allowable reconversion costs to the costs 
of removing Government property and the costs caused by such removal if specifically 
provided for in the contracts This excludes the costs of removing the contractor's own 
facilities which were converted to or acquired for the production of Government work and 
also Excludes the costs of reestablishing the facilities consistent with the demands of 
his regular business. Both of these categories of costs are occasioned by the introduction 
of Government business and should be allowed as costs of Government contracts. 

This section uses the term "incurred", which has been interpreted by the Govern- 
ment to mean «expended"c Actually the liability for such costs is incurred at the time 
the facilities are converted to Government business. Generally reconversion costs are not 
paid for until after completion of performance of the Government contracts which occasioned 
them.. Furthermore., most of the costs may not be expended until most or all of the con- 
tractor's Government business occasioned by the Defense Emergency is completed* Unless 
accruals for such costs are allowed as costs of the Gover-rjnent work which occasioned them 
while the contracts are in process, there is no effective way to recover the costs. 
Accruals in this category are not in the nature of "contingencies" in that a definite 
liability has been incurredo While the amounts involved may not be susceptible to exact 
determination in advance, reasonable accruals should be allowed o 
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Suggested Revision : 

Reconversion expenses are those incurred in the restoration of the contractor's 
facilities to approximate the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost of removal of 
Government property. Reconversion costs are allowable o Heeeave2?9ien-expeH8es-ape-ne% 
ailewable-exeep%-tha%-%he-ee&fe-ef "remeving-&evej?nmen%-preper%y-and-*he-Fesfe^ 
eattaed-by-9ueh-remeval-are-a±l9wabie--if-speeifiealiy-pyevided-feF-iR-% 

15-20UO3 RECRUITING EXPENSE 
No commento 

This item includes the costs of "help wanted" advertising and the operating costs 
of an employment office necessary to secure and maintain an adequate labor force. It 
further includes the costs of operating an educational and aptitude testing program, travel 
expenses of enployees while engaged in recruiting. personnel, and travel expenses of appli- 
cants for interviews for prospective employment » These costs are allowable. Where the 
contractor uses private employment agencies, costs not in excess of standard commercial 
rates for such services are also allowable. Costs of special benefits or emoluments 
offered to prospective employees beyond the standard practices in the industry are not 
allowable. 

15~20UOU RENTALS OF PUNT AND EQUIPMENT (inelHding-8a4e-and-leaeebaek-ef-^aeili%ie©> 
Comments? In the preamble to the paragraph, the words ''to investment organizations (such 
as insurance companies) or to private investors" should be deleted since the language is 
too restrictive and susceptible to misinterpretation. 

It is recommended that clause (b) be deleted from this paragraph since clause 
(a) appears to provide adequate safeguards. Clause (b) apparently seeks to protect the 
Government from a possible situation where rental under a leaseback was set at an 
arbitrarily high value. The basic rule of reasonableness set forth in clause (a), which 
indicates that rates must be reasonable in light of the type, condition and value of the 
facilities leased, appears to give the Government complete protection- If clause (b) is 
permitted to stand, the Government would actually be penalizing companies who have sale and 
leaseback arrangements as contrasted with companies holding conventional leases. It would 
be very rare indeed to find a conventional lease where the rental rate was equivalent to 
"normal costs, such as depreciation, taxes, insurance, and maintenance expenses" attribut- 
able to the facilities leased. 
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Likewise it appears the Government also has in clause (a) adequate protection 
against any situation where a contractor might arrange option terms under a leaseback so 
as to penriit re -acquisition of the property at a price substantially less than its value 
as a result of high rental payments o Note that clause (a) provides for a check of option 
arrangements and other provisions of rental agreements for the purpose of determining 
reasonableness o 
Suggested Revision; 

The following revisions are necessary because of deleting clause (b) : 

This item includes expenses for (i) use of land, buildings, and equipment or 
other personal property, and (ii) rental expenses under sale and lease-back agreements 
incurred by contractors through sale of plant facilities and concurrently leasing back 
the same facilities.. 

aa Rentals of plant and equipment under (i) and (ii) above are allowable if 
the rates are reasonable in light of the type, condition and value of the facilities leased, 
options available and other provisions of the rental agreement c 

b» ReH%fiis-9peeified-in-sale-and-left9e-baek-ag?eemeRtB-uftdeF-4ii)--abeve-a3?e 
all©wabie-8Riy-%e-%he-ex%en%-that-sueh-reRtals-de-net-exeeed-ne™al-eee%B-4BHeh- 
depyeeiati©Rr*-taxesj-ins^raRee-aHd-maiRteRaRee-expeRBes)'-whieh-we 
kad-%h0-eeR*Fae%eF-?e*aiRed-iegal-%i%ie--%e-*he-faeili%i.eB. 

15-2014 05 RESEARCH AND DEVELOPMENT 

Comments? It is believed that the Government has started out with a constructive effort 
to recognize the great mutual benefits to be derived from encouraging research by industry. 
However, the new draft then proceeds to so fence in the cost allowance by restrictions as 
to destroy much of the originally indicated intent • Specifically, it is believed the 
following changes should be made to eliminate these restrictions: 

le Clause (l)(iii) should be deleted which requires the contractoi* to divulge 
results of independent general research o This is a very unfair condition for determination 
of allowability because general research is of benefit to all business* By agreeing to 
divulge results of such research, and with no protection or guarantee that such information 
will not be made available to others, research upon which a contractor may have devoted 
millions of dollars and for which the Government is only a partial contributor can be 
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forfeited to competitors at no cost to them. This appears particularly inequitable in view 
of the fact that the Government has no need for such information, since the results of 
general research can be applied to Government production and the Government can be auto- 
matically apprised and benefit from such results without it. 

2m Clause (l)(iv) should be eliminated which establishes a completely 
arbitrary and discriminatory distinction between contractors with 75/6 or more of their 
business with non-Government customers and those with less than 7S%* If the cost of a 
. research program meets the tests of reasonableness and other criteria, the degree to which 
the contractor is engaged in Government work should not be a determining factor. If a 
particular item is a good cost for contractors with up to 2^% Government business, it is 
equally good for a contractor with a higher ratio of Government business* This limitation 
is particularly inequitable when applied to businesses whose Government work is subject to 
fluctuations above and below 2^%. The criterion fails to give any consideration whatsoever 
to amount or importance of research involved. 

3» The paragraph following clause (l)(iv) which states that the conditions 
apply also in the negotiation of predetermined overhead rates should be deleted. This 
statement is not pertinent to a regulation covering cost principles nor is. it necessary. 

U« In connection with research which relates to a product or product line 
covered. by a specific research and development contract, there is Just as much benefit 
accruing to the research contract as would accrue to a production contract* Therefore, 
no distinction should be made as to allowability of cost. The changes shown under suggested 
revisions of clause (2). are made to give effect to this principle. 

5» Revision of paragraph c is necessary to preclude automatic disallowance 
of research costs deferred from prior periods pending the determination of the proper 
accounting disposition of those costs when such costs would otherwise be approved by the 
Contracting Officer as allocable research costs at the time proper disposition can be 
determined. 
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Suggested Revision ; 

Research and development expenses (sometd^^ej© referred to as general engineering 
expenses) for the purpose of contract costing are divided into two major categories, namely: 

a. General research, also referred to as basic research, fundamental research, 
pure research and blue-sky research. 

b. Related research or development, also referred to as applied research, product 
research and product line research^ 

(1) General research is that type of research which is directed towards 
increase of knowledge in science. It is research where the primary 
aim of the investigator is a fuller knowledge or understanding of 
the subject under study, rather than a practical application thereof. 
The costs of a contractor's independent general research (that which 
is not sponsored by a contract or grant or is not otherwise reimbursed 
to a contractor) shall be an allowable cost in all cost type contracts 
under the following conditions: 

(i) The amount of such costs is, reasonable. 

(ii) The costs are equitably allocated to all work of the contractor 
other than its independent general and related researchc 

4iii>?he-e«n*pae*ep-agpeee-*e-divttige-%e-%he-Seve?iwen%-%he-reeHl%e 
ef-sueh-iiieiepeRdeRt-genepal-peseaspehT 

(iv^-jhe-buBineB8-ef-%he-een%3?ae%er-a%-the-%±me-ef-eri%eping^ 

eentpae%-is-ppedeminan%ly-(?5?6-e?-mea?e>-with-neH-GeveFHmeH%al 
eu9temePBr--if-le8B-than-?556-a%-the-%ime-ef-eHtepaAg-% 
. allewanee-may-be-aia%kepiaed-fey-speeial-een*pa€%-ppevisieRT 

The-abeve-eenditiens-wili-aise-apply-in-tke-negetiatieR-ef -predate™^ 

everhead-patesT 

(2) Related research is that type of research which is directed toward 

. practical application of science, and "development" is the systematic 
use of scientific knowledge directed toward the production of useful 
materials, devices, methods, or processes, exclusive of design, manu- 
facturing, and production engineering. (See l5-20Ue21.) The costs 
of a contractor's independent related rppje^pti and development (that 
which is not sponsored by a contract o/^^ant or is not otherwise 
reimbursed to a contractor) is allowable way, if equitably allocated 
eH-the-baBis-ef-ail-predttetieRy-be-ailewed as a cost under any cost 
type ppedtte%ieR contract if the research is related to the contract 
product or product line. Ne-peptieR-^ef-eueh-peBeapeh-will-be-aiiew- 
abie-HRdey-eee%-%ype-peBeayeh-aRd-develepmeR%-e©R%rae%ev Where 
. related research and development is directed toward the development 
of products primarily for military use, the cost thereof may be 
allocated entirely to Government business. 
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c. Research and development costs, regardless of the nature, which were incurred 
in accounting periods prior to the award of a particular military contract, (including 
amounts capitalized and the cost of patents obtained) will not be allocated to that contract 
^less approved by the contr acting officer or allowable as precontract costs (Paragraph 
l5-20U.29)o 

15>20U>36 ROYALTY PAIMENTS 

Comments: Royalties and fees paid for the use of patents or technical information are 

normal expense items and allowance thereof as a cost against government contracts should 

not be subject to specific advance approval. The government is adequately protected 

by the test of allocability and no further restrictions appear to be necessary or warranted. 

Suggested Revision : 

This item covers amounts paid or payable for the right to use patents or 
technical information . Whepe-fehe-H&e-e^-stteh-pa%en%8-i3-neeesaaFy-feF-%he-pf'epeF-pepfepmaRee 
e^-%he-een%pae%-aHd-whepe-the-&everasf»nt-deeB-Ret-alpeady-hftve-a-lieense-er-e%^^ 
s>ieh-paten%8y-the-peyal%ie3"are-allewabie-te-%he-extent-exppe9sly-ppevided-feF-elsewh 
tke-eeR%yaet-e3?-e%heFwise-aH%hepiaed-by-%he-eeft%Fae%iHg-effieey. Royalties or fees paid or 
payable by a contractor for the right to use such patents or technical information are allow - 
able to the extent allocable to government contracts . 

15-20U*37 SERVICE AND WARRANTY EIPENSES 

No comment. 

This item includes the costs of servicing the product installation, training 
personnel in the use, opera Ition and maintenance of the product, correcting product defects, 
replacing defective parts, and other related operations or practices. Actual costs to be 
reimbursed to the contractor will be in accordance with the clause of the contract entitled 
"Inspection of Supplies and Correction of Defects", (See paragraph ASPR 7-203.5) , or as 
otherwise provided in the contract. 

15-2OU038 SEVERANCE PAY 

Comments: The criteria to determine the allowability of the cost of severance pay as set 
forth in the second paragraph of this section appears to be clear and adequate. However, 
the subsequent attempt to separate severance payments into two classes - normal txirnover 
severance pay and mass severance pay - can only lead to unnecessary confusion and incon- 
sistent interpretation. The proposed revision would eliininate the source of confusion 
without taking away the prime requisites for the detemination of allowability referred to 
above and the further tests of reasonableness and allocability. Besides being unnecessary. 
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the government's proposed treatment of "mass severance pay" would in most cases be 
cumbersome, difficult and impractical to apply. 
Suggested Revision 

Severance pay, also commonly referred to as dismissal wages, is a payment 
in addition to regular salaries and wages, by contractors to workers whose employment 
is being terminated. 

The cost of severance pay is allowable only to the extent that, in each case, 
it is required by (i) law, (ii) employer-employee agreements, (iii) established policy 
that constitutes, in effect, an ijtiplicit agreement on the contractor's part, or Uv; 
the circvunstances of the particular employment. 

For contract costing purposes severance pay is divided-iH%e-*we-ea%ege3Pie& 
ae-^ellewet 

a^--ji?eywal-¥HgRevey-6ev ey6Ree-Payy — $he-ees%-ef-Be¥eyaftee-paywea%e-aiB 
allowable and must be alloc ated to all classes of work being performed in the contractor's 
plant at the time of payment. However, where the contractor provides for accrual of pay. 
for nerm&i severances such method will be acceptable, if the amount of the accrual is 
reasonable.iH-±igh%-ef-paymeH%e-6e%ually-made-feF-HeOTial-eevefaHeeB-evep-a-a»epjpesea*a*aw 

past-peried* 

fey— Mass -Severanee-Payy — ghe-eest-ef-abnermal-eg-m&ss-seveyanee-pay-ae%«aay 
Rade->ipeH-ee8ea%4eB-6^-werk-wheH-%here-ie-ai9-3"e8senable-prespee%-ef-eeH%iHHiHg-empley- 
Biefit-eH-etkey-werk-ef-the-eeHtpaeter-ie-allewefele,— ?ke-am©ttn%-allewabl©-eh^-be 
de%enRi»ed-tey-a8eigniRg-*he-%©%ai-eeB%-©f-&e%ttal-m&ee-a©vea?aHee-payMeHte-%©-«fte-eH*w^ 
peried-ef-enpl©yMeB%-wi*h-«ie-eeH%pae*©r-aHd-eqHi*efeiy-appep%ieHiHg-BHeh-e«e*-*©-^i 
btteineBB-©f-'yie-e©H%yae%©a?-peFf©3»«ed-d«»iHg-%ha*-pes'a©d» 

A reservation in the final release of claijus (See ASPR 7-203.U) may be made 
in the case of completed cost-reimbursement type contracts when it is reasonable to 
assume that severance pay allocable to the contract will be made in the future. 

l5-20li.39 SPECIAL TOOLING 
No comment. 

The tenii "special tooling" means property of such specialized nature that its 
use, without substantial modification or alteration, is limited to the production of the 
particular supplies or to the performance of the particular services for which acquired 
or furnished. It includes, but is not lijnited to, jigs, dies, fijctures, molds, patterns, 
special taps, special gauges, and special test equipment. The cost of special tooling 
when acquired for and its usefulness is limited to government contracts, is allowable 
and will be charged directly to the government contracts. "When such special tooling 
is acquired it shall be subject to the provisions of the contract clause set forth m 
ASPR 13-503 entitled "Government Property," 
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15«20U>U0 TAZE5 

Comments s In subparagraph a (iii), the excluded taxes should be limited to those for 
which the Government has actually provided exemption. In many cases the cost of securing 
exemption exceeds the amount to be saved and neither the Government nor the contractor 
would require the exemption to be claimed* 

The suggested change in the last sentence of subparagraph b is to specifically 
provide for the coverage of any other costs incurred in complying with the instructions 
or directions of contracting officers. In addition the words "prior to payment of such 
taxes" in the first sentence have been deleted since they are inconsistent with item (iii) 
in subparagraph a and item (iii) in subparagraph bo Moreover, it would be impossible to 
carry out the action indicated in b prior to payment of taxes since, in many cases, the 
illegality or erroneous character of taxes are not established until long after such taxes 
are paid. 

Subparagraph c should require direct credits only where the taxes were 
originally charged directly to government contracts. Refunds of taxes treated by the 
contractor as overhead should be credited to overhead. 
Suggested Revision 

Taxes are charges levied by a government unit. They do not include fines and 
and penalties except as otherwise provided herein. 

, a. In general, taxes (including state and local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except (i) for Federal income and excess 
profits taxes J (ii) taxes in connection with financing, refinancing or refunding operations 
(see paragraph 1$-20U.17) j (iii) taxes from which exempti9HS-ape-available-te-the 
eeHtFaetep-dipeetly-ep-available-te-the-eeHtpaetep the contractor is exempt based on an 
exemption afforded furnished by the Government; and ^ivj special assessments on land 
which represent capital improvements. 

bo Taxes otherwise allowable under a above, but which may be illegally or 
erroneously assessed may be allowed as a cost of work performed, provided that the 
contractor, ppiep-te-paymeHt-ef-sueh" taxes (i) promptly requests instructions from the 
contracting officer concerning such taxes; (ii) agrees to comply with such instructions; 
and (iii) if so directed by the contracting officer also agrees to take all necessary 
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action in cooperation with and for the benefit of the Governinent, to determine the legality 
of such assessment or, as the case may be, to secure a refund of such taxes and any interest 
or penalties thereon* Interest and penalties incurred by a contractor by reason of the 
nonpayment of any tax at the direction of the contracting officer, shall be allowable as a 
costo Reasonable expenses of any proceeding instituted by the contractor at the direction 
of the contracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest or penalties for the benefit of the Government, shall also 
be allowable as costs as will the cost of any other action taken under b (ii) and b (iii) 
above # 

I * c* Any refund of taxes, penalties .or interest thereon which were directly 
reimbursed under the contract shall be credited to eentraet the costs of that contract e 
In^ihe^^^^pFepeFiiin^^^^i^ 

If at the time the refund is received by the contractor, no defense contracts are being 
performed, the amount otherwise to be credited to contract costs shall be paid directly to 
the Governmento 

15-20UJ41 TRADE, BUSINESS, AND PROFESSIONAL ACTIVITIES 

Comments: Subparagraph c as proposed by the government is unduly restrictive in that it 
refers only to technical infomation or information that is aimed at the stimulation of 
production. Industry feels that meetings, conferences and exhibitions for the purpose of 
improving overall coordination of the business or various segments thereof, or the dis- 
semination of information about the business to the trade, the public, prospective 
employees, etco, is just as important to the successful performance of government contracts 
as are technical and production meetings* The section has been broadened accordinglyo 
Suggested Revision? 

a. Memberships » This item includes costs of membership in trade, business, and 
professional organizations and such costs are allowable.. 

b. Subscriptions . This item includes the cost of subscriptions to trade, 
business, professional, or technical periodicals o Such costs are allowable o 

Co Meetings, aRd Conferences and Exhibitions* Expenses representing the purchase 
of meals, transportation, rental of facilities for meetings, conferences, exhibitions and 
costs incidental thereto, when the primary purpose of the 'incurrance of such expenses is the 
dissemination of teehnieal information ep-%he-e%im^la%ien-ef-ppedue%ien-y-a3?e-allewabie 
intended to improve the overall effectiveness of the contractor ariB allowable ^ 

lg>20l^.li2 TRAINING EXPENSES 

Comments: Objection is made to the proposal which limits the definition of allowable 
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expenses to those incurred in a program controlled by the contractor or to training in 

educational institutions • The language of subparagraph a is unduly restrictive and should 

be broadened to recognize any training expense which is properly allocable to government 

contracts* Subparagraphs b and c are unacceptable since training expense in educational 

institutions is a matter of business Judgement and should not be isolated for special and 

specific treatment in the contractual document* Therefore, the cost of training in 

outside educational institutions should be allowable when undertaken under an established 

program of the contractor* 

Suggested Revision: 

a. This item includes the costs of preparing and maintaining a program of 
instruction designed to increase the overall effectiveness of employees » Included are the 
costs of *ke-dipee%ep-ef training, and-9%a#f training materials and text books when the 
training program is controlled by the contractor, and employee compensation, subsistence , 
travel, tuition, fees, training materials, and text books, etc >, when the training is m 
edueatienai-iHstitutiens conducted by other than the contractor * 

b* Such costs whieh-ape-limited-te-eR-the-seb-tpaiHiHg are allowable when 
properly allocated* 

eir--Gests-ef-tpaiHing-in-edueatieRal-iRetitutieHS-ape-Hew-allewabley-exeep*- 
*he-exteRt-speeifieally-ppevieied-iH-the-e9H%pae*» 

l$-20Ue>U3 TRANSPORTATION EXPENSES 

Comment: The only change suggested here is self-explanatory and if for the purpose of 
clarification* 

Suggested Revision : 

Transportation expenses include the cost of freight, express, cartage and 
postage relating either to goods purchased, in process, or delivered* 

When such costs can readily be identified with the items involved they may be 
direct costed or added to the cost of such iitg b g re a fr items, (See paragraph 15-20U,22), 
Where identification with- the materials received cannot readily be made, inbound trans- 
portation expense may be charged to the appropriate indirect expense accounts, provided 
the contractor follows a consistent procedure in this respect. Outbound freight, if 
reimbursable under the terms of the contract, should be treated as direct charges. 

l$^20l|,l:iU TRAVEL EXPENSES ■ 

Comr.ents: The Government's proposed statement of cost principles as regards travel expense 
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is not flexible enough to meet conditions under which contractors operate today and are 
ixnnecessarily restrictive in the light of the basic principles and standards set forth in 
Section 15-201. 

Changes are suggested tot 

a. No comment. 

b# Provide for the treatment of travel expense by the contractor as either a 
direct or indirect cost, whichever is in accordance with his normal business practice. 

c. Provide for the use of the per diem reimbursement method and/ or the actual 
reimbursement method if consistent with contractor's normal practice, ioe#, in the case of 
certain groups of employees, one method might be used and, in the case of another group, 
the alternate method might be used. This should be permitted if consistency exists as 
between the treatment of expenses of similar groups • 

d. Provide for the allowance of premium transportation costs when incurred in 
accordance with contractor's established practice. 

e. Eliminate any reference to entertainment expense because such expense is 
covered separately in paragraph 15-20U.11. 

f . Eliminate the burdensome and time consuming requirement of obtaining 
contracting officer approval on personnel movement of a. mass or special nature. The 
proposed change gives the Government the protection required while permitting quick 
contractor decision and action. 

Suggested Revision s 

This includes costs of transportation, lodging, subsistence and incidental 
expenses incurred by contractor personnel in a travel status while on official company 
business. 

a. Travel expenses incurred in the normal course of overall administration of 
the business and applicable to the entire business are allowable when properly allocated. 

b. Travel expenses directly attributable to contract performance may will be 
charged to the contract directly or indirectly in accordance with the pFiHeiple-"ef 
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direet-eesting contractor's normal business practice» 

c« Subsistence and lodging including tips or similar incidental expenses may 
be reimbursed either on an actual or per diem basis* She-basis-Beleeied-sheHld-be-eeH- 
s is tently- i ellewedr The method or methods used should be consistent with the established 
practice of the contractor > 

d. Costs of premium transportation may-be-allewed-wheH-i%-ie-8hewR-%e-be 
Heea9sapy-%e-pepf epmanee • - the -e entyae fe are allowable when incurred by contractor 
personnel in accordance with contractor's normal business practice; 

8* Bn%eF%ainmeA%-e9cpeA8ee-af>e-ne%-a]k]kewabi:e^ 

f. Costs of personnel movement including those of a special or mass nature are 
allowable enly-when-aH%hepiaed-eF-apppeved-iH-wpi%iRg-by-*he-6en%pae%i»g-0ffie when 
properly allocated^ 
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Tos All Meiiibers of the National Security Industrial Association 


AHowat iHty^of Inte£e£t_cn Borr£W£d_Capital_in Mi_lit_ary Contract_Pri£ing^ 


C □ PY 


Honorable Charlss Eo Wilson 
Secretary cf Defense 
The Pentagon 
Washington 25^ D« Co 

Jfy dear Mro Secretary 8 

The use of "generally accepted accounting principles** as a basis for solving problems which 
develop in the accounting or auditiing fields under Government contracts is a commendable 
goal which has been supported for a long time by this Associationo Considerable progress has 
been made in the acceptance cf these principles by Department of Defense representatives as 
well as by Industry representatives o 

In one very important area^ howeverp no progress has been madeo This area is the acceptance 
by Government representatives of interest as an allowable cost under Government contracts o 
In view of the fact that this position is inconsistent with "generally accepted accounting 
principles'' and is a problem which has become more acute since Section XV of the Armed 
Services Procurement Regulation was released some five years agOp we request your cooperation 
in reviewing the problem with your policy group covering this subject in the Department of 
Defenseo For your consideraticn^, we enclose a paper on this subject which outlines the 
National Security Industrial Association's point of viewo The Executive Committee of the 
Association has approved this enclosure and has specifically authorised. the President cf NSIA 
to bring it to your attentiono 

After your review we hope that a meeting can be held between your policy group and representat- 
ives of our Association which, as you know^ represents a very broad cross --segment of Industry^ 
We would appreciate the opportunity cf discussing this problem in detail at the oonvenienoe of 


your representative&o 


Yours sincerely^ 


A/ 


HOMES Ho EWING, President 

National Security Industrial Association 


HEE/emg 
Enclo 


ffti- Bvlletin is designed to set forth activities of AHSociation commitieeH dealing with military procurement proce^ 
durcH. Comments, criticiHms and nuggeations expresned herein reprenent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit. 


Allombility of Interest cn Borrowed Capital 


In Military Contract Pricing 

lo Introduction 

Within the last few years the Armed Services have taken a fairly consistent position in th< 
direction of setting forth "interest on borrowings (however represented) ^ bond discount and 
expenses p and financing charges" as unallowable costs in military contracts „ regardless of 
frequent complaints of contractorso 

Historically, this position has been consistently followed in cost reimbursement type con- 
tracts from inception as reflected by To Do 5000 set forth in the ^Green ^ook** entitled 
"Explanation of Principles for Determination of Costs Under Government Contracts" and later 
in Section XV - "Cost Principles" = of the Armed Services Procurement Reg^^lationo ^ 

After the issuance of Section XV^ the audit agencies of the Military Departments by Joint 
Letter Noo 12 dated August 5, 1349^ directed audit personnel to follow Section XV in con* 
ducting overhead rate determinations p audits and accounting reviews under both cost type 
and fixed«-prioa contracts o Accordingly^ auditors have in practice been reporting interest 
as an unallowable item of cost under cost type contracts and as a "ocist questioned" under 
fixed-price type contracts o 

The use of these Cost Principles for fixed-price type contracts has been primarily respons- 
ible for the disallowance of interest in such oaseso Obviously, this is clearly a mis- 
application of Section XVo 

For reasons set forth in further detail belcw^ the denial of interest expense as an operate 
ing cost for pricing purposes in either CPFF^ fixed-price^ or ether type contracts, is 
unjustified 0 

IIo Government Position re Disallowance of Interest 

Historically, arguments most frequently advanced by the Military Departments for denying 
the allowance of interest fall Into the following three categories 

1) Interest expense is regarded as merely a return on equity capital and wherefore 
should be treated in the same way as a dividendo 

2) This cost is taken into consideration in setting profits on military C'OntractSo 

3) Contractors should be adequately capitalized to finance their operations and to 
allow interest would result in discriminating in favor of contractors who borrow 
money as against those who do noto 

IIIo Interest Not a Return on Equity Capital 

It is common industry practice in our existing economy to use either short or long term 
borrowing to finance current business operations o The need for this practice becomes even 
more apparent when a contractor embarks upon the performance of military contracts o There- 
fore^ to regard such an operating expense as nothing more than a return"^ on equity capital 
and therefore unallowable is completely unwarrantedo 

Companies supplying the Armed Services are basically manufacturing contractors and as such 
are capitalized accordingly in order that construction of widely fluctuating quantities of 
products that are supplied from time to time may be produced in the most economical maimer 
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and it the lowest cost to the customero This requires, among other things, that the capital 
.st- 'ture provide for considerable flexibility in the scope of Industry* s operations in 
.-raer tos (l) maintain a nucleus of skills and facilities during prolonged periods of low 
volume productions (2) Pi'ovide the financial strength and liquidity that will establish cred: 
stability required to support high volume emergency production programs j and (3) at the same 
time avoid the serious risks as well as the costly burden of carrying excess capitalization 
during prolonged periods of low volume product iono 

Compared with consumer production, where production volume can be carefully planned over a 
period of years based upon estimates of consumer demands, volume of production for the 
Armed Services is controlled directly by the Armed Forces based upon military requirements 
of the memento The manufacturer of military supplies must operate in a state of constant 
readjustment^ that is^ be prepared at a moment's notice to expand production capabilities 
in a period of months that would take a consumer goods industry many years to do^ or to 
contract even more abruptly than the period of expansiono 

Moreover^ capital borrowings in the performance of Government contracts are frequently made 
necessary because of common delays in obtaining payment such as the slow processing of 
invoices" delays encountered in obtaining definitive contractual instruments authorizing 
payment /Government revisions of delivery schedules which delay or stretch out deliveries 
over a longer period j, thereby prolonging investments in inventories, and other Government 
actiono 

Under these conditions even the best capitalized company could not continue to finance from 
its own resources such an expansion and contractior. of its manufacturing organization© 

This responsibility has been recognized by Congress through the passage of enabling legisla- 
tion authorizing a V-Loan program, certain provisions in the Armed Services Procurement Act 
and in sections of the Defense Production Acto 

The argument is sometimes advanced that progress payments granted to military contractors 
take care of needs o This technique has never been adequate enough even to meet normal and 
necessary financing requirements o Under the recently revised policy of the Department of 
Defense with respect to progress payments,- the necessity of military contractors to resort 
to other means of financing has become even more acute© 

IVo Interest Not an Element of Profit 

The disallowance of interest as a bargaining tool in relation to profit is unfair and 
illogicaio Under the recognized laws of business economics p as well as under "generally 
accepted accounting principles'* established by the accounting profession and used throughout 
American business and finance, all expenditures of carrying on business operations (other 
than distributions of capital) which are not properly capitalizable in the balance sheet 
are regarded as ordinary and necessary costs merely for the purpose of adjusting the profit 
allowance is a distortion of the fundamental principle of accounting and economics that 
"income less costs equals profit "o 

Interest expense is only one of a large number of factors that must be considered in arrivin, 
at standards of profit allowance and the development of such standards is an entirely sepa- 
rate problem which should not be confused with the statement of accepted accounting princi- 
ples governing costo 

The argument is sometimes advanced that the handling of interest as a cost has always been 
controversial even within the accounting professionc This controversy has. never been over 
the question of whether interest incurred was a cost of operations that fact has always been 
accepted o The controversial questions areg 
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1) Should the costs of operating separate lines or locations be charged with a fictitic 
"interest" with an offsetting credit to income in order to reflect the comparatiTe u 
of capital employed at each separate cost center for purposes of developing comparab 

operating costs? This problem does not involve the cost of interest actually paid 
borrowed capital o 

2) The other question is when should interest incurred be charged into inventories and 
carried there for balance sheet purposes^, and when should it be absorbed as a ourren 
operating expense in determining income? The answer obviously varies with the type 
of business involvedo In any event, the fact that interest is a cost of operations 
has never been questioned* 

The argTiment that the profit alloweuice includes a provision for a return on borrowed capital 
is fallacious in view of the fact that the Armed Services tend to adhere to fixed negotiated 
profit rates regardless of whose capital is employed^ Moreover, the average rate of earning 
on Government business, by Industry in general, is well below the average rate of earnings o: 
non-Government businesso 

The failure to regard interest as an element of cost is also inconsistent with the Governmen 
position with respect to rental costs of facilitieso In the task of developing efficient pr 
duction methods, for which American Industry has established a good reputation^ important 
decisions must be made at various times whether to purchase a facility or to rent ito This 
decision should be free of artificial and distorting influenceso However, the disallowance 
of interest cost even though rental costs (which include someone's interest cost) are allowei 
results In a distortion of decision to the detriment of efficient operations a This distort- 
ion would exist where any ordinary cost is disallowed per seo 

Vo Interest Not a Discriminatory Expense 

The third aspect of the Government's view on this subject is completely unrealistico It 
suggests that wherever one business employs a type of cost expenditure not expended by all 
other business, such cost should not be allowedo The fallacy of this suggestion is self« 
evidento For example, one contractor may employ the use of a highly specialized machine witl 
efficient results, while his competitors perform the process with hand laboro Since interest 
is only one of many types of cost^ there is no reason to believe that the final prices of tht 
non«borrowing contractor would be lower than those of the contractor who borrows. Therefore, 
for real fairness, all costs recognized as such under generally accepted acco^-yating principle 
should be equally allowable to all contractors, to the extent such costs are incurredo 

VI o Inconsistent Position of Govern ment 

The Government, as a whole, is inconsistent in the treatment of interesto It is allowed as 
an. item of cost for tax purposes, for renegotiation of Military contracts,, and for termina- 
tions of Government contracts in accordance with Section VIII of the Armed Services Procure- 
ment Regulation applicable to fixed-price contractso To disallow interest as a cost for 
pricing purposes in Military contracts is, therefore, completely illogicalo 

VIIo Summary 

In summary/ recognition of interest on borrowings and other financing charges as accepted 
items of cost under generally accepted accounting principles and the regulations of Internal 
Revenue Service is urged o 


Enclosure to NSIA 
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TOt All Members of the National Security Industrial Association. 


9 May 195^ 


Subject: Recognition of New Depreciation Methods Authorized by the 195U Internal 
Revenue Codec 


Inclosed is a letter addressed to the Honorable W» J* McNeil, Assistant Secre- 
tary of Defense (Comptroller) with an attached industry statement regarding "Recogni- 
tion of New Depreciation Methods Authorized by 195U Internal Revenue Code." 

Copies of this letter have also been sent to the following: 

Honorable F« H« Higgins, Assistant Secretary of the Array (LScRD) 

Honorable Raymond H« Fogler, Assistant Secretaiy of the Navy (Material) 

Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 

Honorable Win* Franke, Comptroller, Department of the Army 

Lt» General C» Bo Stone III, Comptroller, Department of the Air Force 

Major General Ko E. Webber, Auditor General, Department of theAir Force 

Rear Admiral C* G* Warfield, Assistant Comptroller Audit, Department of the Navy 

Brigadier General C* Ho Royce, Chief Arircr Audit Agency 

Mto Warren Webster, Jro, Director of . Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mto Howard Wo Bordner, Deputy Coii?)troller for Accounting Policy, 

Office of the Assistant Secretary of Defense (Coiig)troller) o 


JVank Lo Fuller 
Procurement Advisory Committee Executive 


1 Inclosure 

cc Itr to Hon Wo Jo McNeil w/ . 
industry statement 

Note: Membership of the Accounting and Auditing Committee was included in Procurement 
Information Bulletin Noo 91-55 

FLF/gf 

Trivi Bulletin is designed to set forth activities of Ausoeiation committeeK dealing with military procurement proce- 
dures* Comments, criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its oum policy decisions and to deal with the Military Establishment as it sees fit. 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 


May 9, 1955 


COPY 

Honorable Wo J. McNeil 

Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 2$, D. Co 

Dear Mr# Secretary: 

Since the enactment of the 195U Internal Revenue Code contractors 
have been faced with the srious problem of setting up their accounting 
records and filing their income tax returns on the basis of new alterna- 
tive depreciation methods authorized by the Code without knowing to what 
extent the new depreciation methods will be accepted for Gcnremment con- 
tract pricing purposes© Numerous conferences have been held with repre- 
sentatives of the Department of Defense and the Military Services on 
this subject at which some indication has been given that such new 
depreciation methods would be recognizedc The contractors, however, 
have no asstirance of this and some contractors are currently running 
into difficulties in having such new depreciation methods recognized 
for contract pricing purposes o 

The Department of Defense is therefore strongly ^^urged to issue 
pronptly a policy statement permitting recognition for contract pricing 
ptirposes of the alternative depreciation methods authorized by the 195U 
Internal Revenue Code** For your consideration, there is inclosed a 
paper on the subject which outlines the position of the National Security 
Industrial Association prepared by our Accounting and Auditing Task Com- 
mittee© After your review, it would be appreciated if a meeting could be 
arranged between your policy group,, and representatives of our Association 
for the purpose of discussing this problem in detail at the convenience 
of your representatives© 

The attached statement was worked up in advance of the release to 
industry for comment of the proposed revision of cost principles - Sec- 
tion XV of ASPRd It is believed to be of sufficient importance to warrant 
your prompt consideration since the points of issue ai^e either at variance 
with this proposed revision of ASPR or are not adequately covered* 

An identical letter has also been addi^essed to the Honorable Thomas P# 
Pike, Assistant Secretary of Defense (Supply & Logistics). 

Cordially, 

Jo Kv» Richards 
Executive Director 
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NATIONAL SECURITY INDUSTRIAL* ASSOCIATION 
RECOGNITION OF NEW DEPRECIATION METHODS 
AUTHORIZED BY THE 1951; INTERNAL REVENUE CODE 


Introduction 

The Department of Defense is strongly urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative depre- 
ciation methods authorized by the 19514 Internal Revenue Codec 

In view of the fact that the Code permits the use of the methods retro- 
actively to January 1, 195'!;^ all contractors are faced with a very serious problem of 
setting up their accounting records and filing their income tax returns on the basis 
of these methods without knowing to what extent the new depreciation methods will be 
accepted for contract pricing pxarposeso Contractors currently closing out completed 
price-redetermination type contracts and negotiating final overhead rates are con- 
fronted with the problem that the Government auditors and negotiators have no in- 
structions which permit them to arrive at a final agreemento Accordingly^ contractors 
must either reserve the item^ or negotiate a settlement which might not be equitable 
or;; satisfactory* 

The new depreciation methods under the 195U Code were adopted for very 
sound business and economic reasons and have been recognized by both the Congress 
and the accounting profession as being based on sound accounting principles© The 
declining-balance method and the sum-of- the -years digits method were included in the 
Code in order to bring allowances for depreciation into accord with reality, to give 
recognition to the obsolescence factor and to remove barriers to modernization which 
existed under methods previously authorizedo The House Ways and Means Committee and 
the Senate Committee on Finance both found that "based on a realistic estimate of 
useful life the proposed system conforms to sound accounting principleso" 

House Ways and Means Committee Report - Report NOo 1337 

House Report NOo 1337 issued by the Ways and Means Committee on March 9, 
195U, after observing that determination of the useful life of a particular asset 
and the method of allocating depreciation allowances to the years of use are both 
matters of judgment^ stated (Underscoring supplied) g 

" In many cases present allowances for depreciation are not in 
accord with economic reality particularly when it is considered 
that adequate depreciation must take account of the factor of 
obsolescence o o o There is evidence that the present system of 
depreciation acts as a barrier to investment, particularly with 
respect to risky commitments in fixed assets- Comparatively 
slxjw rates of write-off tend to discourage replacement of obsolete 
eqxnpment and the installation of modern, up-to-date machinery* 
Under long-run peacetime conditions, in the absence of the infla- 
' tionary pressures existing in the forced-draft economy of the 
postwar period, present tax depreciation methods mightdepress 
business capital expenditures below the level needed to keep the 
economy operating at high levels of output and employment'© o « o 
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In the formation of its liberalized depreciation policy your 
committee relies heavily upon the use of an Improved declining- 
' balance methodo This method concentrates deductions in the early 
years of service and results in a timing of allowances more in 
accord with the actual pattern of loss of economic usefulness o 
With the rate limited to twice the corresponding straight-line 
rate and based on a realistic estimate of useful life^ the pro - 
posed system conforms to sound accounting principles o. « « <» 

Mindful of the need for constructive action within the limits of 
sound budgetary policy, your committee has adopted provisions 
which will give the economy added stimulus and resilience without 
departing from realistic standards of depreciation accounting s^" 

Senate Finance Committee Report - Report NOo 16 22 

Report No. 1622 issued by the Senate Committee on Finance on June 18, 195U, 
also recognized the economic advantages of the new methods^ as well as the fact that 
they conformed to sound accoionting principles* The Committee set forth its views in 
the following language (Underscoring supplied): 

"The stimulus to investment through liberalized depreciation is 
most important with respect to the creation of new assetso 
Moreover 3 the reality of faster depreciation in the early years 
is generally greater in the case of new than used propertyo The 
liberalized declining-balance method included in the bill con- 
centrates deductions in the early years of service and results 
■in a timing of allowances more in accord with the actual pattern 
of loss of economic. usefulness o ^ith the rate limited to twice 
the corresponding straight-line rate and based on a realistic 
estimate of useful life, the proposed system conforms to sound 
accounting principles o" ""^ 


Opinion of the American Institute of Accountants 

The American Institute of Accountants has officially recognized the new 
methods as "meeting the requirement of being systematic and rational" and have 
stated that. "they may well provide the most satisfactory allocation of costso" The 
Committee on. Auditing Procedure of the American Institute has dealt directly with 
the question in their Accounting Research Bulletin Noo kho The first two paragraphs 
of Bulletin Noo are particularly significant and are quoted below: 

"lo The declining-balance method of estimating periodic depre- 
ciation has a long history of use in England and in other 
countries including^ to a limited extent, the United States • 
Interest in this method has been increased by its specific 
recognition for income-tax purposes in the Internal Revenue 
Code of 19Sh^ 

2o The declining-;balance method is one of those which meets 
the requirements of being "systexnatic and rational" (Accounting 
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Terminolcgy Bulletin Noo 1, paragraph 56) o In those cases where 
the expected productivity or revenue -^earning power of the asset 
is relatively greater during the earlier years of its life^ or 
where maintenance charges tend to increase during the later years, 
the declining-balance method may well provide the most satisfactory 
allocation of costo The conslusions of this Bulletin also apply to 
the other methods^ including the "sum-of-the«years-digits" method, 
which produce substantially similar results©" 

Accordingly, it should be noted that the American Institute has found the 
new methods to be acceptable for public statement purposeso 

Sxammary 

(1) The Congress in adopting the new' methods has determined that they 
result in timing of allowances more nearly in accord with the actual pattern of loss 
of economic usefulnessj^ and that such new methods conform to sound accounting 
principle So 

(2) The accounting profession has recognized the new methods as meeting 
it:S requirements of being "systematic and rational", and has approved their use for 
public statement purposes as providing an acceptable allocation of costo 

(3) The new methods .are limited to new property acquired after January 1, 
195U, having an estimated useful life of three or more years, and do not allow more 
than two-thirds depreciation in the first half of the useful life of the itemo 

ik) The failure to recognize these new methods would require some con-" 
tractors to maintain two sets of records and would complicate the accounting and 
administrative bxirden to both contractor and the Governments 

Recommendation 

The Department of Defense is therefore urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative de- 
preciation methods authorized by the 19$h Internal Revenue Codeo 


March 21;, 1955 
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No* 92-55 22 April 1955 

To: All Members of the National Security Industrial Association 

Subject: Depreciation on Emergency Facilities Covered by Certificates of Necessity. 


Inclosed is a letter addressed to the Honorable Wc Jc McNeil, Assistant Secre- * 
tary of Defense (Comptroller) with an attached industry statement regarding depre- 
ciation on emergency facilities covered by necessity certificates for contract pricing 
purposes* 

Copies of this letter have also been sent to the following: 

• Honorable F* H* Higgins, Assistant Secretary of the Army (I&RD) 

Honorable Raymond H* Fogler, Assistant Secretary of the Navy (Material) 

Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 

Honorable Vftrio Bo Franke, Comptroller, Department of the Army 

Lto General Co Bo Stone III, Comptroller, Department of the Air Force 

Major General Ko £• Webber, Auditor General, Department of the Air Force 

Rear Admiral Co Go Warfield, Assistant Comptroller Audit, Department, of the Navy. 

Brigadier General Co H* Royce, Chief Army Audit Agency 

Mrc Warren Webster, Jro, Director of Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mr* Howard Wo Bordner, Deputy Comptroller for Accounting Policy, 

Office of the Assistant Secretary of Defense (Comptroller) 



Frank Le Fuller 
Procurement Advisoi^y Committee Executive 


1 Inclosure 

cc Itr to Hone Wo J. McNeil w/ ' . 

industry statement 

Note: Membership of the Accounting and Auditing Committ-ee. was included in Procurement 
Information Bulletin No* 91-550 

This Bulletin t> designed to net forth activities of Anaoeiation committeeM dealing with military procurement proce- 
FIF/ig-£«f. Comments f criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit 
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COPY April 22, 1955 


Honorable W. J. McNeil 

Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Cc 

Dear Mr*. Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Secxirity Industrial 
Association and others o Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities through depreciation allowances as a cost 
in contract pricing over the life of such emergency facilities, a num- 
ber of limitations have been placed upon this full cost recovery in . 
the emergency and post-emergency periods and therefore the current 
policy is ineqiii table* Details of problems encountered are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con- 
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the emergency period and the post-emergency period* 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc- 
tive Iil05c3U, Section 3, paragraph H, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia- 
tion actually recovered as a cost during the emergency period. 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Sec\irity Industrial Association, 
prepared by o\ir Accounting and Auditing Task Committeeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of pur Association for the pur- 
pose of discussing this problem in detail at the convenience of your 
representatives o 


Hon. W. J* McNeil cont'do 


April 22/1955 


The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles^ Section 
XV of ASPR* It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

An identical letter has also been addressed to the Honorable 
Thomas Pike, Assistant Secretary of Defense (Supply & Logistics) . 

Cordially, 
3/ 

J. K, Richards • 
Executive Director 


Inclosure 
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April 21, 1955 


To: All Members of the National Security Industrial Association 

Subject: Allowability of Manageinent Incentive Bonuses for Contract 
Pricing Purposes. 


Attached is a copy of a letter addressed to the Honorable 
Thomas Po Pike, Assistant Secretary of Defense (Supply & Logistics), 
which includes an industry statement regarding the allowability of 
management incentive bonuses for contract pricing purposes* 

Copies of this letter and inclosure have been sent to the 
Honorable Fc Ho Higgins, Assistant Secretary of the Army (LScRD), 
Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 
(Material) and Honorable Roger Lewis, Assistant Secretary of the 
Air Force (Material). 



Frank L. Fuller 
Procurement Advisory Coitonittee Executive 


1 Inclosure 

cc Itr to Hon. T. P. Pike w/ 
industry statement 


(see over) 


FLF/gf ' 

This Bulletin if designed to set forth activities of Association committees dealing with military procurement proce- 
dures. Comments, criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit. 
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The L. Maxson Corporation 
U60 West 3Uth Street 
New York 1, New York 

D. E* Browne (Comptroller) 
Lockheed Aircraft Corporation 
2555 Hollywood Way 
Burbank, California 

S« Eo Bostwick 
Edo Corporation 
13-10 nith Street 
College Point 56, New York 

Mo A. Buege 

Allis -Chalmers Mfgo Company 
Box 512 

Milwaukee 1,. Wisconsin 

Eo W. Clark 
Controller 

The DeLaval Steam Turbine Co« 
Tranton 2, New Jersey 

H. H# Corydon 

United Aircraft Corporation 

1|00 Main Street 

East Hartford 8, Connecticut 

Cc L» Covington 
Texas Instruments Inc. 
6000 Lemmon Avenue 
Dallas, Texas 

J* J. Douglas 

Automatic Electric Company 
1033 W. Van Buren Street 
Chicago 75 Illinois 

E, R. Genthe 
Philco Corporation 
U700 Wissahickon Avenue 
Philadelphia Uij., Pennsylvania 


Larry Hourihan 
Ford Motor Company 
3000 Schaefer Road 
Dearborn, Michigan 

Ro L. Hubbert 

Westinghouse Electric Corpo 
#3 Gateway Center 
P, 0. Box 2278 
Pittsburgh 30, Pennsylvania 

Wm* T- Lake 

Controller 

Curtis s -Wright Coip 

Wood-Ridge, New Jersey 

W« Ec Lloyd 
Controller 

Engineer Products Div 
Radio Corp. of America 
Camden, New Jersey 

Mo E. Moulton 
Geno Electric Co. 
570 Lexington Ave., 
New York, New York 

Wo Uo Niss 

Bath Iron Works Corp 
700 Washington Street 
Bath, Maine 

C. A* Packerd 
Worthington Corp. 
UOl Wcr thington Avenue 
Harrison, New Jersey 

A. £• Reed 
Raytheon Mfg. Co. . 
138 River Street 
Waltham Sk$ Mass. 

G. T. Schal^ffenberger 
Federal Telephone & Radio Corp* 
100 Kings land Road 
Clifton, New Jersey 

Jo S. Seidinan 
Seidman & Seidman 
80 Broad Street 
New York New York 


J. W. Sprague 
Western Elec. Co. Inco 
120 Broadway 
New York 5, New York 

H. W. Sweeney 

Henry W. Sweeney & COo 

<2 Wall Street 

New York, New York 

R. H. Yanney 
The Hoover Company 
East Maple Street 
North Canton, Ohio 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 


C 0 P T ^ 

April 21, 1955 


Honorable Thomas P« Pike 

Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Co 

Dear >]r» Secretary: 

Recently, an ijnportant development took place which was precipi- 
tated by the recent action of the U« S. Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in . all new contract negotiations <, Further action is also 
contemplated with respect to existing contracts* 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles under Section XV 

of ASPRa . 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported by this Association for 
a long time* In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
l5-20U(c) and paragraph 15«201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow- 
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs of doing business from which the Govern- 
ment derives clear and demonstrable benefits* It is therefore recom- 
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compensation should 
be regarded as an allowable cost for Government contract pricing pur- 
poses. 


Eon. ThoSo Po Pike cont'd* 


April 21, 1955 


For your consideration, there is inclosed herewith a paper on 
this subject which outlines the position of the National Security- 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate jrour arrang- 
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives o 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Sec^ 
tion XV of ASPRe It is believed that this principle is of sufficient 
importance to warrant your pronpt consideration since the points of 
issue are either at variance with the proposed revision of ^PR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans, 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date* 

Cordially, 

s/ 

Ji K» Richards. 
Executive Director 


Inclosure 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 
ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 
FOR CONTRACT PRICING PURPOSES 

Introduction 

A recent important development has taken place concerning the disallowance 
of management incentive compensation as a Government contract cost for contract 
pricing piirposes which is unfair and inequitable and demands immediate corrective 
action. This situation applies not only to cost-plus -fixed-fee type contracts 
but also to initial pricing and price redetermination under fixed price type 
contractso 

This problem has been precipitated by the recent action of the U« So 
Air Force in instructing all procurement personnel to exclude consideration of 
management incentive compensation in all new contract negotiations© Further 
instructions are also contemplated with respect to existijig contracts© No Air 
Force directive on this subject has been made public but it is understood that it 
is under consideration in connection with the redrafting of the Cost Principles - 
ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc- 
tions between management incentive compensation plans limited to top executives and 
those extended to all or most of a company* s employees, in practice sxach compensation 
paid to all employees above certain levels of management responsibility is being 
disallowedo This position amounts to a general condemnation of all types of 
incentive compensation plans for the personnel affected regardless of the merits 
of individual plans and completely abandons the tests of reasonableness and allo- 
cability previously followed in the application of generally accepted accounting 
principles and practices© 


This position is in direct conflict with the cost principles under 
Section X7 of the Armed Services Procurement Regulation, paragraph l5-20li(c) 
which provides the following? 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department heads^ (The terra 'compensation* includes all 

amounts paid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

•compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 
I 

consideration will be given to the relation of the total 
coirqpensation to the services rendered^)'* 
Pai'agraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
include (i) reasonableness,, (ii) application of generally 
accepted accounting principles and practices and (iii) any 
limitations as to types or amounts of cost items set forth 


in this part 2 of Section XV or otherwise included 
in the contract« Failure to mention any items of cost 
in this part is not intended to imply that it is either 
allowable, or not allowable o" 
Variance From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 
generally accepted accoimting principles and practices which have always regarded 
any form of compensation for personal services rendered by employees, including 
incentive bonuses, as an ordinary and necessary cost of doing business© This 
principle has also been consistently applied in the requirements of the Internal 
Revenue Code, subject to the tests of reasonableness which have been well estab- 
lished under regulations and court decisions© 

The argument frequently presented by the Services for not allowing bonuses 
is -that they are based upon or contingent upon profits or constitute a distribution 
of profito Actually, from the standpoint of a cost of doing business, this method 
of compensation is no different in principle from any other type of incentive payment 
or provision for a fringe benefit© Moreover, it should be recognized that the adop- 
tion of a management incentive bonus plan establishes a moral if not a legal 
obligation between the contractor and his employer and hence establishes a cost 
which must be incurred before profits are determined* As a practical matter, the 
obligation for payment having been established, the basis of profits is usually 
one of limiting the total amo\mt of such compensation that can be paid© 

. It is immaterial whether such cost is determined before profits or after 
profits, providing the cost is reasonable in amount and is in accord with the 
accepted concept of a cost of doing business* The principal factor to be considered 


is one of whether it is an ordinary and necessary business expense which other 
contractors may provide for by a different methods 

If situations exist where certain executives are- recipients of unreasonable 
bonuses, existing cost principles are adequate for dealing with such situationso 
A determination of the reasonableness of an executive's total compensation should be 
made on the basis of the value of such services to the contractor rather than on 
the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 
industry in recent years to adopt manifold compensation plans emphasizing incentive 
features and providing for supplemental payments in addition to basic salaries. 
The adoption of such plans has been dictated frequently by variations in volmne, 
complexity and efficiency of the contractoro If it were not for such forms of 
compensation it woxild be necessary to readjust salaries from time to time, either 
upwards or downwards to reflect broad changes in quality of performance and results 
obtained* 

Invariably such compensation programs have stimulated efficiency in meeting 
production schedules, have maintained high standards of quality and liave kept costs 
within budgets, all of which have been of direct benefit to the Government© 
Conclusion 

In conclusion, we believe , that the current action of disallowing management 
incentive compensation represents an imjustified disinclination on the part of the 
Government to share in the normal costs of doing business from which the Government 

r 

derives clear and demonstrable benefits*. This cost is a normal and regular charge 
of doing business and it contributes to the productive ability of any business 
enterprise just as certainly as those costs which can be directly allocated to a 


particular contract • To the extent that the Government shares in the benefits 
which derive from a firm's productive capacity and efficiency, these benefits are 
no less real because they are indirect o 

It is believed that this recent action now introduces the judgment of 
Government personnel in the place of the judgment of the directors of industrial 
concerns in the matter of determining the method of compensation for key erployeeso 
It fails to recognize the compensation levels necessary to pay for services per- 
formed as well as to protect and hold competent management personnel under prevail- 
ing market conditions© 

In the absence of a determination of unreasonableness in relation to the 
value of the services performed, total compensation should be an allowable cost 
fcyt Government contract purposes based upon the contractor's normal method of 
computation* Reasonableness shoiald govern and any departure from this can only 
result in arbitrary and inequitable rules for determining allowable costso 

The burden of proof of unreasonableness in any individual instance should 
be on the Government and its representatives should show a realistic basis for 
setting aside any portion as unreasonable in amounto The subject of treasonable 
compensation should be a matter for negotiation and related discussions should be 
held with contracting officers involved© 

The contract cost principles. Section XV of the Armed Sfstrvices Procurement 
Regulation, have been undergoing couple te revision in the Department of Defense for 
some timeo The question of allowability of management incentive compensation 
together with contributions to profit sharing plans has been among those under con- 
side'rationo It is understood that these proposed revisions will ultimately be 
coordinated with industry before their release© The recent action of the Air Force 
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appears to be unilateral in nat;ire and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 
in connection with the proposed revision of the Cost Principles. 


March 2k, 1955 


NSIA k/21/55 


NATIONAL SECURITY IITOUSTRIAL ASSOCIATION 
DEPRECIATION ON EMERGENCY FACILITIES 
COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 


Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificate s for contract pricing purposes continues to be a pressing problem to 
industry. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the esq^anded emergency 
program must be recovered by contractors in the prices charged for the products sold. 
However, the procurement policy now followed by the Department of Defense with respect 
to the allowability of a proper charge for depreciation, wear and tear and obsoles- 
cenceof such facilities does not fully recognize this principle and therefore is in- 
equitable. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactions. This is explained in further detail below. 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of full cost re- 
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts, as well 
as the allowance of cost under cost type contracts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been granted." 

This policy was subsequently withdrawno The principle was adhered to, how- 
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities, their memorandum recommended that 

"Amortization /of these emergency facilitiesj should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certification." 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors, through prices of their products, of the 
full amount covered by Certificates of Necessity." 


This position was endorsed by the majority of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100^ of the cost of such facilities □ 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study the Director of 
Defense Mobilization issued DM0 No« 11 on August Ih^ 1951^ which stated in the dir- 
ective that 

"For purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estimate of post five-year 
period usef ulnesso'* 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertainty which existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract- 
orso Although DM0 No, 11 fell considerably short of recognizing accelerated amort- 
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia- 
tion where the emergency period occasioned additional depreciation or obsolescence • 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognized© 

Limitations Placed Upon Cost Recovery 

The implementing directives . of the Department of Defense and the Services, 
however, have placed limitations on the full allowance of "true depreciation^* which 
have been appropriate neither to the spirit and intent of DM0 No o II3 nor to the 
necessities of administrationo Paragraph II-B of DOD Directive Ul05OU has the 
following limitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency periods 

"These principles and procedures shall be applicable to all 
negotiate^ contracts placed after the effective date hereof 
,/December 10^ 195*27 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par- 
tic\ilar periods." 

Vith respect to depreciation applicable to emergency facilities in contract 
pricing in the post-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de- 
preciation** allowances dioring the emergency period^ and that contractors would be per- 
mitted to spread that balance over the remainij^g life of the facility* Paragraph III-H 
of DOD U105o3U^ however, provides as follows: 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost^ depreciation on emergency facilities,, 
computed by allocating the undepreciated cost of such facil- 
ities at the end of the emergency period (cost less true de- 
preciation for that period) over the estimated remainiJig life 
of the facilities 

Here, the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre- 
ciated balance to be spread over such period is determined by using cost less true 
depreciation" for the emergency period, even though retroactive portions of such 
»^true depreciation" may not have been fully recovered^ 

Other Difficulties Encountered 

Difficulties have also been encountered. by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous determination of «true depreciation" rather than to rely on reasonable 
judgment as prescribed by paragraph III-G of DOD UlOSOUo 

"o • e The procedures for determining such allowances must be 
■^z- such as will expedite determination; this requires avoidance of 

an impossible perfectionism^ « o" 

The tedious procedures which have been developed have also placed additional impedi- 
ments on the contract^ing process with the result that the process is carrying more 
burden than is appropriate to efficient prociiremento 

The problem of cost recovery to contractors has been further aggravated by 
extensive delays experienced by contractors in receiving true depreciation determin- 
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation. This lag in their issuance has • seriously 
affected the recovery of retroactive portions. of "true depreciation" by contractors 
which in many instances are substantial in amounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowancese However, the Depart- 
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Military Services have indicated that, if "true depreciation" is not claimed, the 
contractor woTold be allowed a normal charge for depreciation as an .element of cost 
for contract pricing purposes over the entire life of the facilities until they have 
been fully depreciated at normal rates, contractors have no assurance that this 
policy would be followed. 


Recommendations 

• It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, mder such circumstances, if true depreciation 
is not claimed, the contractor would be allowed to allocate depreciation on emergency 
facilities on a normal basis diaring the emergency period and the post emergency 
periods 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #Ul05.3il of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency period© This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and ;particularly 
that portion of "true depreciation" which may not have been recovered durxrig the 
emergency period© 

To accomplish this end it is recommended that Section III Par* H of 
Department of Defense Directive #iil05OU be amended to read as follows^ 

"Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation on emergency facil- 
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre- 
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilities^" 


March 2ii, 1955 
NSIAli /21/5S 


AntiTiran Jujvlitutp uf Arntunlanla 

IKCOKPORATBO DSDXB TBB LAWS OF TBB DI6TSICT OF COI.DMBIA 

THE NATIONAL 0|)GANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS 


270 MADISON AVENUE. NEW YORK 16, N. Y. 


June 30, .1955 


Honorable Thomas P, Pike ' 
Assistant Secretary of Defense 

(Supply and Logistics) 
Washington 25, D. C. 

Dear Sir: 

Comments on proposed revision of ASPR, 
Section XV, Contract Cost Principles, 
dated 11 April 1955 . 


At the request of Mr. Howard Bordner, Deputy Comptroller 
for Accounting Policy, Office of the Assistant Secretary of Defense, 
the Committee on National Defense submits its comments. It is our 
understanding that this Sectionals intended to apply only to cost 
reimbursement- type contracts and we recommend that it be made clear 
that it should not ;be used for negotiation or redetermination pro- 
ceedings in connection with ;f ixed-price contracts . 

We feel. that the document would toe in more useful form if 
It Identified in separate lists the following three categories of 
costs :. ; 4"^^^^ 

1. Costs wli^lch should be considered at the 
time tfae contract is drawn. - 

J- - 

2 .. Costs which are generally allowable . 

..'■■H 3. Costs which are generally not allowable. 
^ ■ • ' *^ = 

There" would, of course,;. Be an overlapping between the first cate- 
gory and the other two .J Mr. Peloubet of our Committee, has given 
the draft an especially- thorough review and a copy of his personal 
comments is attached. The Committee is in agreement with his com- 
ments with the exception of that dealing with Par. 15-204. 22(b). 
The Committee generally feels that interest should not be allowed 


- 2 - 


and that cash discounts on purchases should be credited to costs. 
To the list of paragraphs mentioned by Mr. Peloubet for considera- 
tion when the contract Is drawn, the Committee suggests adding 
Par. 15-204. 35(b) • 

In connection with Mr. Peloubet 's comments on 
Par* 15-204 .27(e), It should also be pointed out that this ques- 
tion arises In Par. 15-204. 6(e). This seems to be a point on which 
judgment will have to be exercised in particular circumstances. 
On the one hand, it might be unreasonable fully to allow contri- 
butions to profit-sharing and pension plans, if in a particular 
year, the "catching up" was of a large proportion even though it 
fell within the carry-over provisions. On the other hand, as 
Mr. Peloubet points out, a strict interpretation of this provision 
could result in unfairness to the contractor by preventing him from 
recouping his fair costs. 

In addition to the points raised by Mr. Peloubet, we sub- 
mit the following: 

Par. 15'201(b)(lv) 

Is not the language of this part of the paragriaph covered 
by the immediately preceding language "exercise of good business 
judgment in Incurrence of costs"? The contractor might be justi- 
fied in deviations in practice even though they substantially 
increase the contract cost. 

Par. 15-204. 6(f)(iv) 
and 

Par. 15-204. 6(g) 

There is an implication that costs arising from distri- 
bution of stock bonuses will be allowed even though the employee 
does not have an irrevocable right to receive the stock. Gener- 
ally, stock bonus plans do have some sort of "good conduct" clause 
and this should not nullify the allowability of the bonus awarded 
to the employee. However, if there are contingencies in a particu- 
lar case beyond such a normal type clause, the question iarises as 
to the allowability under such a condition. 

The limitation of 15jg prescribed for each employee might 
not be fair. Presijonably this percentage figure was derived from 
the tax rule, but should it not be similarily applied as with the 
tax rule to the aggregate for all employees under the plan rather 
than to individual employees separately? 

Par. 15-204.7 

Would it not be desirable to insert the word "reasonable" 
in front of the word "certainty"? There can be costs which are 
properly allowable but which are not completely certain as to time 
or intensity. 
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Par> 15-204.8 

In appraising the propriety of contributions and dona- 
tions, would it not be desirable to take into consideration the 
amount of donations made by other companies in the community of 
similar size? After all, under today's conditions, each business 
<^oncern has a responsibility to the community to make donations 
measured by its size and ability to pay. 


Par. 15-204.15 

Should not the discussion of "starting load** costs deal 
with cases where the contractor defers such. costs in one account- 
ing period for absorption in the subsequent period? Unless this 
is done, it seems to us that the higher production costs typically 
occurring at the beginning of the contract do not present any 
special accounting problems. They should be subject, of course, 
to the tests cited in Par. 15-201(b). 


Par> 15- 204, 16(f) 

What does "self insurance" mean? Is it intended to 
require that funds be set aside or merely that an appropriate 
reserve account be provided in an orderly fashion? 


Par. 15-204. 20(b) 

Should not this paragraph deal only with xmusual cases? 
There seems to be an inconsistency in saying, on the one hand, that 
costs for maintenance done in the current period which could have 
been performed in a prior period are not to be allowed unless pro- 
vided for in the contract; and on the other hand, that no allowance 
will be made in the current period for repair work which for some 
good reasQn, is not done until a subsequent period* The combination 
of these two provisions could result in the contractor losing any 
reimbursement at all for important repair costs. 


Par. 15-204. 22(e)(i) 

We assume that "write-downs" is intended to refer to 
adjustments to lower of cost or market, and is not intended to 
include proper adjustments for obsolescence and damage. 
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Par. 15-204. 44fdV 

The reference to costs of premixim transportation seems to 
us overly to emphasize the application of government rules to the 
operations of the contractor. Again, here the test should be of 
general reasonableness. 

Yours very truly, 

COMMITTEE ON NATIONAL DEFENSE 


Herman W. Bevis 

Price Waterhouse & Co. 
George R. Cat let t 

Arthtu* Andersen & Co. 
H. T. McAnly 

Ernst & Ernst 
Edwin P. Noell 

Lybrand, Ross Bros. & Montgomery 
Maurice E. Peloubet 

Pogson, Peloubet & Co. 
Everett J. Shlfflett 

Hasklns & Sells 
Henry W. Sweeney 

Henry W. Sweeney & Co. 

For the Committee 



mivitf. HcEachren, Chairman 
Touohe, Nlven, Bailey & Smart 


JWM:hp 
End. 


PROPOSED REVISION OP 
AS PR SECTION XV 
CONTRACT COST PRINCIPLES 

April 11. 1Q55 

( REIMBURSEMENT CONTRACTiS) 

One of the first Impressions which I get from this revision 
Is that It is full of recommendations or advice on points which should 
be. considered before the contract is finally drawn. It seems to me 
confusing to have these spread through the whole contract. I do not 
think the text should be changed, but I do think a checklist should 
be prepared indicating the points which should be considered in pre- 
contract negotiations or taken up with the contracting officer, I will 
merely give the paragraph numbers here as I quite agree that the idea 
of pre-contract negotiation on these points is a good one; and I have 
no criticism, in substance, merely as to arrangement. The paragraph 
numbers are: 

15^204.4 15-204.52 
15-204.5 15-204. 55c 

15-204, 6-e(5)i 15-204.56 
15-204. 20b 15-204.57 
15-204. 22d 15-204. 40b 

15-204. 27f(l) . 15-204. 42c 

15-204.29 15-204. 44f 

I believe this is about all the paragraphs that should be 

covered by the checklist, but it is possible that there may be others. 

In any «vent, it seems only fair ihst the contractor should be given 

a complete descriptive checklist of items of pre-contract negotiation, 

or which should be settled with the contracting officer. 

l'?-205.? 

This treatment of selling expenses seems entirely satis- 
factory to me, and is in agreement with good industrial and contract 
practice. 
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15-204,11 

While there Is no objection to this paragraph as it stands, 
I think It would be advisable to point out as was done In the "green 
book" In the war, that certain expenditures which appear to be enter- 
tainment are In fact deductible. For example, official ceremonies 
such as launching of vessels or ceremonies where a contractor is 
given a government award. 

15-204, 22(b ) 

It seems to me that if Interest is not to be allowed as a 
cost, with which I agree, cash discount should not be required to be 
taken as a credit against cost as it is a financial expense very 
largely in the nature of interest. 

1^-204,2^ 

I agree with this and think it is a necessary provision, 
very clearly expressed. 

15-204. 27(e ) 

It seems to me that the result of the application of this 
provision might mean that part at least of a year's pension cost 
might be entirely lost to the contractor as a deduction. 

15-204.34 

The allowance of rental payments under sale and lease-back 
arrangements, as described in this paragraph, is correct in principle. 
In Section (b) of this paragraph I am at a loss to see how the 
reasonableness of a rental can be measured by "normal costs". It 
seems to me that one of the tests of a reasonable rental is whether 
it IS substantially equal to the usual rental charges for the 


particular type of equipment or building. Rentals must In their very 
nature exceed "normal costs" as they Include two additional factors^ 
a risk factor and a financing factor. 

If It Is the custom of a contractor to lease automobiles 
for the use of his employees ^ the rentals on such automobiles ^ pro- 
vided they were used for legitimate business purposes, should be the 
rentals paid to the lessor, which would almost certainly exceed what 
Is described In this paragraph as "normal costs". Furthermore, a 
lessee Is In no position to determine the normal. cost of the lessor, 
and It seems to be a most unfair requirement to ask him to make such 
a determination. 

All of the foregoing Is based on the assumption which I 
think Is entirely sound, that there Is no difference between property 
covered by a sale and lease-back arrangement and property which might 
be, for the sake of argument, put under lease as soon as It was In 
shape to operate. We might easily have two Identical pieces of 
equipment, on one of which rent was paid to a lessor who had purchas- 
ed the property new, and rent might be paid on the other under a 
sale and lease-back^ agreement . The two rentals might be at the same 
rate. It is almost certain that these rentals would be larger than 
the "normal costs" described in this paragraph. I do not think 
there should be this discrimination made between rentals on leased 
property, based on the former ownership of the property. 

All of the foregoing is, of course, based on the assumption 
that the lease under the sale and lease-back is a bona fide lease 
without any provision for repurchase or repossession, and with a 
genuinely independent third party. I agree that a transaction which 


Is merely put through to substitute an unreasonably high rental for a 
low or nonexistent depreciation charge should be disregarded, the same 
as any other transaction which is not entered into at arms length, and 
is entered into for a purpose different than its ostensible one. I 
think the paragraph could be -cured by perhaps making subparagraph (b) 
read "Rentals specified in sale and lease-back agreements under (ii) 
above are allowable only to the extent that such rentals do not exceed 
reasonable rentals on comparable property and only on condition that 
the lease is made with an independent third party, and that there is 
no provision In the lease for repurchase or repossession". 

With the foregoing exceptions, the proposed revision seems 
to be acceptable and is, I think, particularly to be commended for 
its generally clear expression and precise and careful definitions. 


Maurice E. Peloubet 


June 6, 1955 
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William J. Cronin, Managing Director 


June 17^ 1955 

L. H. Thomas^ Rear Admiral^ SC, USN 
.. Staff Director 
Purchasing and Contracting Policies Division 
Department of Defense 
Washington 25^ D. C. 

Dear Admired Ttiomaet 

Your letter of April 11, 1955 to Mr* J. G. Ellis of our Washington 
•Office, together with the draft of the proposed revision to Part 2, Section 
;3CV of the ASPR, has been reviewed by the Controllers Committee of the Auto* 
pobile Manufacturers Association. 'Bie members of this committee have re- 
jiuested that I forward to you their comments \rtiich I shall endeavor to 
set forth herein. 
. \ 

\ The members of this committee are impressed with the efforts of 

t^e Department of Defense to amplify and improve upon the provisions of the 
pi^sent Section XV and believe that the results, as exemplified by the 
proposed Part 2 revision, are to be commended. In certain areas, however, 
it is believed that the provisions are not acceptable to industry, \fhlle in 
others; further amplification or clarification woxild be beneficial, ^e 

specific comments are as follows: 

\ 

V 

I 15-»200 Scope of Part 

I Although the recently issued Department of Defense Instruction No. 
Vi05.ll specifically cancels permission to use these Cost Principles as a 
forking guide" it is believed that, until such time as this paragraph 
clearly states that it is not applicable to fixed-price contracts including 
those providing for price redetermination, there will be Procurement Agency 
and Audit Agency personnel who will continue to use it as a guide in con- 
nection with such contracting. It is, therefore, strongly recommended that 
this paragraph be expanded to incorporate such a statement. 

15-201 Basic Principles and Standards 

It is believed that the feu^tprs affecting allowability of costs, 
as set forth under b. of this subparagraph, particularly items (l) and 
(iii), should be used as a guide by Contracting Officers but that Audit 
Agencies should not be allowed to pass Judgment on. these types of determina- 
tion, ^ch limitation should be clearly stated in this subparagraph. 
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15*203*5 Base Period for Allocation of Indirect Eaqpenses 

ThiB subparagraph vas found to he vague and susceptible to varied 
Interpretation. It is recoomended that the language be inade more specific 
to clearly set forth the intent of the Item. 


15-20i^*l Advertising 

It Is recommended that this subparagraph be deleted^ In entirety, 
and that the principles of ASER, Section 8-1*02 b.(l) be substituted In lieu 
thereof. 

15-20U.3 Bidding Expense 

The last sentence should be revised to read "Bidding Expense will 
be accepted if found to be reasonable and equitable." 

15^20k.k Cafeterias, Dining Roomsj and Other Food Services 

It is suggested that the words "when it is determined that the con- 
tractor is Intending to operate such searvices at no loss or profit" at the 
end of the third sentence, and the entire last sentence, in this subparagraph 
be deleted, without substitution. Reasonable losses from the operation of 
such services should be allowable, as are other employee morale, health and 
welfare costs under the provisions of subparagraph 15-20li-.10, and shoxad 
not be dependent upon the intention of the Contractor to p^i^rate the acti- 
vity at either a profit or a loss. 

15-20U.5 Civil Defense 

It is suggested that the last sentence in this subparagraph, which 
disallows contributions to local civil defense funds or project^aot on the 
Contractor's premises which are not specifically provided in the contract, 
be deleted, without substitution. Due to the changing situation in civil 
defense, it is possible that a Contractor may be placed in a positkjn of 
having to cooperate with local Governmental Authorities by contributing 
substantially to eaae local civil defense project, for the good of h-s 
community. Such an expense should be an allowable item of cost in contract 
pricing even though it may not be specifically provided in the contract. 

^ 15->20^.6 Compensation for Personal Services 

This proposed revised subparagraph makes certain arbitrary and uiv 
reasonable changes to the current version which provides for the allowance 
of compensation for personal services subject only to the test of reason- 
ablenefifs of total ccanpensation for the services rendered. 3peclflcally, 
the suggested changes in this proposed subparagraph are as follows: 

Subparagraph c. provides that the cost of employee stock options U 
not allowable as an Item of cost. Tbe cost of such options shoxad be alloirtble 


L. H. Biomas -3- June 17^1955 

if total condensation is reasonable, since such payments are an accepted 

method of employee remuneration Ju»t as much as other compensation plans. 
This medium is often utilized to acquire the services of an individual who 
may be essential to the performance of the Government contract. 

It is suggested that Items d*(l) and d.(7) be deleted, without sub- 
stitution. These sentences are unnecessary* 

The sentence under item d.(2) should be expanded to read "Reasonable 
in amount when considered in ligbt of total compensation." 

The sentence under item d.(3) should be revised to read "Incurred for 
cxirrent services actually rendered by employees." 

Item d.(5) of this subparagraph provides that bonuses to employees 
are allowable if they are, among other provisions, "allowable as an ordinary 
or necessary business expense for tax purposes*" It is suggested that the 
words "when paid or accrued" be inserted after the vord "allowable" in this 
sentence. In certain instances such bonuses are allowable for tax purposes 
in one year on an accrual basis although not actually paid until the succeed- 
ing year, which procedure is with Internal Revenue Service approval. 


The words "supplemental ccanpensation" should be used in lieu of the 
words "profit sharing" as used in the heading and throughout subparagraph e. 


The sentence under e.(l) should be changed to read "As used herein, 
supplemental compensation is construed to be compensation paid or obligation ln« 
curred under any plan (immediate or deferred - regardless of method of payment or 
participation) which is in any manner measured by, dependent upon, or con- 
tingent upon, earnings, sales, \init volume, or any other recognized method 
of performance evaluation." 


The words "and g. below" should be deleted from items e.(2)(i), 
e.(2)(ii) and t., since it is believed that the 15?& limitation on the cost of 
immediately payable profit sharing plans and stock bonus plans is arbitrary 
and unreasonable. It could very well be that the writers of the proposed 
revision were thinking about the limitation in^posed by Section 1*0U. (a)(3) of 
the Internal Revenue Code on contributions to deferred stock bonus and profit- 
sharing txnists. However, this limitation should not be applied to immediate 
distribution plans for %Aiich the test should be reasonableness in amount 
lAien considered as part of total compensation. 

Item e.(2)(iii) should be deleted, in entirety, without substitution. 
It is arbitrary and discriminatory and, if such a provision were to be per- 
mitted, 1% could result in the Contractor withholding his best talent ftom 
Government business. If the toted conipensation is reasonable and necessary 
to attract and retain capable personnel the degree to which a Contractor is 
engaged in Government work should not be a factor. 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 


COPY April 22, 1955 


Honorable W. J. McNeil 

Assistant Secretary of Defense (Congjtroller) 
The Pentagon 
Washington 25, De C. 

Dear Mr* Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and others o Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities through depreciation allowances as a cost 
in contract pricing over the life of such emergency facilities, a num- 
ber of limitations have been placed upon this full cost recovery in . 
the emergency and post-emergency periods and therefore the current 
policy is inequitable. Details of problems encountered are presented 
in the attached statement o 

To correct these inequities, it is recommended that, if a con- 
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the emergency period and the post-emergency period. 
With respect to a contractor electing to use a determination of nru.e 
depreciation, " it is recommended that the Department of Defense Direc- 
tive iil05.3U, Section 3, paragraph H, be modified to clearly indicate 
that a contractor will recover in the post-emergency perxod as an _ 
element of cost his original cost of the facility less true deprecia- 
tion actually recovered as a cost during the emergency period. 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association, 
prepared by our Accounting and Auditing Task Committee. After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur- 
pose of discussing this problem in detail at the convenience of your 
repr e s en ta tives « 


Hon. J. McNeil cont'do 


April 22/1955 


The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles^ Section 
XV of ASPR* It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein* 

An identical letter has also been addressed to the Honorable 
Thomas P« Pike, Assistant Secretary of Defense (Supply Sc Logistics). 

Cordially, 

3/ 

tj , K» Richards . 
Executive Director 


Inclosure 
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Information 


Noo 91-55 April 21, 1955 

To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. 


Attached is a copy of a letter addressed to the Honorable 
Thomas Po Pike, , Assistant Secretary of Defense (Supply Sc Logistics), 
which includes an industry statement regarding the allowability of 
management incentive bonuses for contract pricing purposes* 

Copies of this letter and inclosure have been sent to the 
Honorable Fo Ho Higgins, Assistant Secretary of the Array (L&BD), 
Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 
(Material) and Honorable Roger Lewis, Assistant Secretary of the 
Air Force (Material) • 


Frank L. Fuller 
Procurement Advisory Committee Executive 


1 Inclosure 

cc Itr to Hon. T. P. Pike w/ 

industry statement (g^^ over) 


FLF/gf ' 

This Bulletin if designed to net forth aetivitiea of Attaociation committeeH dealing with military procurement proce- 
dures. Comments^ criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit 
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April 21, 19$$ 


Honorable Thomas Pe Pike 

Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25^ D. Co 

Dear Mr# Secretary: 

Recently, an important development took place which was precipi- 
tated by the recent action of the Uc Se Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in all new contract negotiations « Further action is also 
contemplated with respect to existing contracts- 
It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles \inder Section XV 
of ASPR* . 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
l5-20U(c) and paragraph 1$-201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow- 
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs of doing business from which the Govern- 
ment derives clear and demonstrable benefits* It is therefore recom- 
mended that, in the absence of a determination of tmreasonableness in 
relation to the value of services performed, total compensation should 
be regarded as an allowable cost for Government contract pricing pur- 
poses. 


Hon* Thosp P<, Pike cont'd 


April 21, 1955 


For your consideration, there is inclosed herewith a paper on 
this subject which outlines the position of the National Security- 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang- 
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives o 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Sec- 
tion XV of ASPRe It is believed that this principle is of sufficient 
importance to warrant your pronpt consideration since the points of 
issue are either at variance with the proposed revision of ^SPR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans, 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date* 

Cordially, 

s/ 

Je Richards. 
Executive Director 


Inclosure 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 
ALLOWABILITY OF MANAC5EMENT INCENTIVE BONUSES 
FOR CONTRACT PRICING PURPOSES 

Introduction 

A recent important development has taken place concerning the disallowance 
of management incentive compensation as a Government contract cost for contract 
pricing pLirposes which is xmfair and inequitable and demands immediate corrective 
action. This situation applies not only to cost-plus -fixed-fee type contracts 
but also to initial pricing and price redetermination under fixed price type 
contractso 

This problem has been precipitated by the recent action of the U# So 
Air Force in instructing all procurement personnel to exclude consideration of 
management incentive compensation in all new contract negotiations <, Further 
instructions are also contemplated with respect to existing contractSo No Air 
Force directive on this subject has been made public but it is understood that it 
is under consideration in connection with the redrafting of the Cost Principles - 
ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc- 
tions between management incentive compensation plans limited to top executives and 
those extended to all or most of a company* s employees, in practice sxich compensation 
paid to all employees above certain levels of management responsibility is being 
disallowedo This position amounts to a general condemnation of all types of 
incentive compensation plans for the personnel affected regardless of the merits 
of individual plans and completely abandons the tests of reasonableness and allo- 
cability previously followed in the application of generally accepted accounting 
principles and practices© 
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Conriict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section 17 of the Armed Services Prociireinent Regulation, paragraph l5-20U(c) 

which provides the following? 

"Subject to the requirements of paragraph 1^-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department headsa (The terra » compensation' includes all 

amounts paid or set aside, such as pension and retireirent 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

•compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 
I 

consideration will be given to the relation of the total 
compensation to the services rendered© 
Paragraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
include (i) reasonableness, (ii) application of generally 
accepted accounting principles and practices and (iii) any 
limitations as to types or amounts of cost items set forth 


in this part 2 of Section XV or otherwise included 
in the contracts Failxire to. mention any items of cost 
in this part is not intended to imply that it is either 
allowable or not allowable©" 
Variance From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 
generally accepted accounting principles and practices which have always regarded 
any form of compensation for personal services rendered by employees, including 
incentive bonuses, as an ordinary and necessary cost of doing business* This 
principle has also been consistently applied in the requirements of the Internal 
Revenue Code, subject to the tests of reasonableness which have been well estab- 
• lished under regulations and court decisionso 

The argument frequently presented by the Services for not allowing bonuses 
is that they are based upon or contingent upon profits or constitute a distribution 
of profito Actually, from the standpoint of a cost of doing business, this method 
of compensation is no different in principle from any other type of incentive payment 
or provision for a fringe benefit* Moreover, it should be recognized that the adop- 
tion of a management incentive bonus plan establishes a moral if not a legal 
obligation between the contractor and his employer and hence establishes a cost 
which must be inciirred before profits are determined* As a practical matter, the 
obligation for payment having been established, the basis of profits is usually 
one of limiting the total amount of such compensation that can be paid© 

. It is immaterial whether such cost is determined before profits or after 
profits, providing the cost is reasonable in amount and is in accord with the 
accepted concept of a cost of doing business* The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 
contractors may provide for by a different methods 

If situations exist where certain executives are* recipients of unreasonable 
bonuses, existing cost principles are adequate for dealing with such situations* 
A determination of the reasonableness of an executive's total compensation shoxald be 
made on the basis of the value of such services to the contractor rather than on 
the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 
industry in recent years to adopt manifold compensation plans emphasizing incentive 
features and providing for supplemental payments in addition to basic salaries • 
The adoption of such plans has been dictated freqioently by variations in volume, 
complexity and efficiency of the contractoro If it were not for suah forms of 
compensation it would be necessary to readjust salaries from time to time, either 
upwards or downwards to reflect broad changes in quality of performance and results 
obtained© 

Invariably such compensation programs have stimulated efficiency in meeting 
production schedules, have maintained high standards of quality and have kept costs 
within budgets, all of which have been of direct benefit to the Government* 
Conclusion 

In conclusion, we believe. that the current action of disallowing management 
incentive compensation represents an unjustified disinclination on the part of the 
Government to share in the normal costs of doing business from which the Government 
derives clear and demonstrable benefits «. This cost is a normal and regular charge 
of doing business and it contributes to the productive ability of any business 
enterprise Just as certainly as those costs which can be directly allocated to a 
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particular contract. To the extent that the Government shares in the benefits 
which derive from a. firm's productive capacity and efficiency, these benefits are 
no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 
Government personnel in the place of the judgment of the directors of industrial 
concerns in the matter of determining the method of compensation for key eiqployeeso 
It fails to recognize the compensation levels necessary to pay for services per- 
formed as well as to protect and hold competent management personnel under prevail- 
ing mar-ket conditions© 

In the absence of a determination of unreasonableness in relation to the 
value of the services performed, total compensation should be an allowable cost 
for Government contract purposes based upon the contractor's normal method of 
computation^ Reasonableness should govern and any departure from this can only 
result in arbitrary and inequitable rules for determining allowable costs© 

The burden of proof of unreasonableness in any individ\aal instance should 
be on the Government and its representatives should show a realistic basis for 
setting aside any portion as unreasonable in amovmto The subject of unreasonable 
compensation should be a matter for negotiation and related discussions should be 
held with contracting officers involved© 

The contract cost principles. Section XV of the Armed Sfs^vices Procurement 
Regulation, have been undergoing coirgDlete revision in the Department of Defense for 
some timeo The question of allowability of management incentive compensation 
together with contributions to profit sharing plans has been among those under con- 
sideration o It is lander stood that these proposed revisions will ultimately be 
coordinated with industry before their release© The recent action of the Air Force 
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appears to be unilateral in nature and is therefore imfair and inequitable. 

It is recommended that the points indicated herein be given consideration 
in connection with the proposed revision of the Cost Principles. 


March 2k, 19S5 
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NATIONAL SECURITY II®USTRIAL ASSOCIATION 


DEPRECIATION ON EMERGENCY FACILITIES 
COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 


Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificate s for contract pricing purposes continues to be a pressing problem to 
industry. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man ho\irs of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Governments 

The acquisition costs of facilities required for the expanded emergency 
program must be recovered by contractors in the prices charged for the products soldo 
However, the procurem.ent policy now followed by the Department of Defense with respect 
to the allowability of a proper charge for depreciation, wear and tear and obsoles- 
cenceof such facilities does not fully recognize this principle and therefore is in- 
equitable* It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further detail belowo 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of full cost re- 
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts^ as well 
as the allowance of cost under cost type contr,acts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been granted*" 

This policy was subsequently withdrawn o The principle was adhered to, how- 
ever,, when the Department of Defense in April 19^1 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments • 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities, their memorandum recommended that 

"Amortization /of these emergency facilities7 should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors^ through prices of their products, of the 
full amount covered by Certificates of Necessity." 
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This position was endorsed by the majorit:/- of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100^ of the cost of such facilitieso ' 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study, the Director of 
Defense Mobilization issued DM0 No. 11 on August lUj 1951^ which stated in the dir- 
ective that 

"For purjposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estijnate of post five-year 
period usefulnesso" 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertainty which existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract- 
orso Although DM0 No, 11 fell considerably short of recognizing accelerated amort- 
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia- 
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upon Cost Recovery 

The implementing directives of the Department of Defense and the Services^ 
however., have placed limitations on the full allowance of "true depreciation" which 
have been appropriate neither to the spirit and intent of DM0 Noo 11,3 nor to the 
necessities of administrationo Paragraph II-B of DOD Directive U105«3U has the 
following limitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency periods 

"These principles and proced^jres shall be applicable to all 
negotiate^ contracts placed after the effective date hereof 
/December 10^ 19527 and to all existing negotiated contracts 
Tincludihg letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par- 
ticular periods •" 

With respect to depreciation applicable to emergency facilities in contract 
pricing in the post-emergency period<> industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de- 
preciation'* allowances dijring the anergency period^ and that contractors would be per- 
mitted to spread that balance over the remaining life of the facilitya Paragraph III-H 
of DOD l|105o3U, however, provides as follows: 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost^ depreciation on emergency facilities, 
computed by allocating the undepreciated cost of such facil- 
ities at the end of the emergency period (cost less true de- 
preciation for that period) over the estimated remaining life 
of the facilitieso" 

Here, the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre- 
ciated balance to be spread over such period is determined by using cost less , "true 
depreciation" for the emergency period^ even though retroactive portions of such 
"true depreciation" may not have been fully recovered^ 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous. determination of "true depreciation" rather than to rely on reasonable 
judgment as prescribed by paragraph III-G of DOD UlOSOUo 

"• • e The procedures for determining such allowances must be 
such as will expedite determination; this requires avoidance of 
an impossib?i.e perfectionism^ «, o" 

The tedious procedures which have been developed have also placed additional impedi- 
ments on the contracting process with the result that the process is carrying more 
burden than is appropriate to efficient procurement o 

The problem of cost recovery to contractors has been further aggravated by 
extensive delays experienced by contractors in receiving true depreciation determin- 
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation^ This lag in their issuance has . seriously 
affected the recovery of retroactive portions of "true depreciation" by contractors 
which in many instances are substantial in amount© 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowanceso However, the Depart- 
ment of liefense Directive and the Procurement Regulations fail to define adequately 
that fiJLLl cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Military Services have indicated that., if "true depreciation" is not . claimed, the 
contractor would be allowed a normal charge for depreciation as an .element of cost 
for contract pricing purposes over the entire life of the facilities until they have 
been fully depreciated at normal rates., contractors have no assurance that this 
policy would be f ollowedo 


Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circujnstances, if true depreciation 
is not claimed, the contractor woxild be allowed, to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
period. 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive 0klOS^3h of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periods This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and ;particularly 
that portion of "true depreciation" which may not have been recovered during the 
emergency periodo 

To accomplish this end it is recommended that Section III Paro H of 
Department of Defense Directive #1x10501; be amended to read as follows* 

"Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation on emergency facil- 
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre- 
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilities*" 


March 21;^ 1955 
NSIAl^ /21/55 
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Terminolcgy Bulletin Noo 1, paragraph 56) o In those cases where 
the expected productivity or revenue -^earning power of the asset 
is relatively greater during the earlier years of its life^ or 
where maintenance charges tend to increase during the later years, 
the declining-balance method may well provide the most satisfactory 
allocation of costo The conslusions of this Bulletin also apply to 
the other methods^ including the "sum-of-the«years-digits" method, 
which produce substantially similar results©" 

Accordingly, it should be noted that the American Institute has found the 
new methods to be acceptable for public statement purposeso 

Sxammary 

(1) The Congress in adopting the new' methods has determined that they 
result in timing of allowances more nearly in accord with the actual pattern of loss 
of economic usefulnessj^ and that such new methods conform to sound accounting 
principle So 

(2) The accounting profession has recognized the new methods as meeting 
it:S requirements of being "systematic and rational", and has approved their use for 
public statement purposes as providing an acceptable allocation of costo 

(3) The new methods .are limited to new property acquired after January 1, 
195U, having an estimated useful life of three or more years, and do not allow more 
than two-thirds depreciation in the first half of the useful life of the itemo 

ik) The failure to recognize these new methods would require some con-" 
tractors to maintain two sets of records and would complicate the accounting and 
administrative bxirden to both contractor and the Governments 

Recommendation 

The Department of Defense is therefore urged to issue promptly a policy 
statement permitting recognition for contract pricing purposes of alternative de- 
preciation methods authorized by the 19$h Internal Revenue Codeo 


March 21;, 1955 
NSIA 21 April ^55 
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No* 92-55 22 April 1955 

To: All Members of the National Security Industrial Association 

Subject: Depreciation on Emergency Facilities Covered by Certificates of Necessity. 


Inclosed is a letter addressed to the Honorable Wc Jc McNeil, Assistant Secre- * 
tary of Defense (Comptroller) with an attached industry statement regarding depre- 
ciation on emergency facilities covered by necessity certificates for contract pricing 
purposes* 

Copies of this letter have also been sent to the following: 

• Honorable F* H* Higgins, Assistant Secretary of the Army (I&RD) 

Honorable Raymond H* Fogler, Assistant Secretary of the Navy (Material) 

Honorable Roger Lewis, Assistant Secretary of the Air Force (Material) 

Honorable Vftrio Bo Franke, Comptroller, Department of the Army 

Lto General Co Bo Stone III, Comptroller, Department of the Air Force 

Major General Ko £• Webber, Auditor General, Department of the Air Force 

Rear Admiral Co Go Warfield, Assistant Comptroller Audit, Department, of the Navy. 

Brigadier General Co H* Royce, Chief Army Audit Agency 

Mrc Warren Webster, Jro, Director of Procurement & Production Policies, 

Office of the Assistant Secretary of Defense (Supply & Logistics) 
Mr* Howard Wo Bordner, Deputy Comptroller for Accounting Policy, 

Office of the Assistant Secretary of Defense (Comptroller) 



Frank Le Fuller 
Procurement Advisoi^y Committee Executive 


1 Inclosure 

cc Itr to Hone Wo J. McNeil w/ ' . 

industry statement 

Note: Membership of the Accounting and Auditing Committ-ee. was included in Procurement 
Information Bulletin No* 91-550 

This Bulletin t> designed to net forth activities of Anaoeiation committeeM dealing with military procurement proce- 
FIF/ig-£«f. Comments f criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit 
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COPY April 22, 1955 


Honorable W. J. McNeil 

Assistant Secretary of Defense (Comptroller) 
The Pentagon 
Washington 25, De Cc 

Dear Mr*. Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Secxirity Industrial 
Association and others o Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities through depreciation allowances as a cost 
in contract pricing over the life of such emergency facilities, a num- 
ber of limitations have been placed upon this full cost recovery in . 
the emergency and post-emergency periods and therefore the current 
policy is ineqiii table* Details of problems encountered are presented 
in the attached statemento 

To correct these inequities, it is recommended that, if a con- 
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the emergency period and the post-emergency period* 
With respect to a contractor electing to use a determination of "true 
depreciation," it is recommended that the Department of Defense Direc- 
tive Iil05c3U, Section 3, paragraph H, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an 
element of cost his original cost of the facility less true deprecia- 
tion actually recovered as a cost during the emergency period. 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Sec\irity Industrial Association, 
prepared by o\ir Accounting and Auditing Task Committeeo After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of pur Association for the pur- 
pose of discussing this problem in detail at the convenience of your 
representatives o 


Hon. W. J* McNeil cont'do 


April 22/1955 


The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles^ Section 
XV of ASPR* It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein. 

An identical letter has also been addressed to the Honorable 
Thomas Pike, Assistant Secretary of Defense (Supply & Logistics) . 

Cordially, 
3/ 

J. K, Richards • 
Executive Director 


Inclosure 
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To: All Members of the National Security Industrial Association 

Subject: Allowability of Manageinent Incentive Bonuses for Contract 
Pricing Purposes. 


Attached is a copy of a letter addressed to the Honorable 
Thomas Po Pike, Assistant Secretary of Defense (Supply & Logistics), 
which includes an industry statement regarding the allowability of 
management incentive bonuses for contract pricing purposes* 

Copies of this letter and inclosure have been sent to the 
Honorable Fc Ho Higgins, Assistant Secretary of the Army (LScRD), 
Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 
(Material) and Honorable Roger Lewis, Assistant Secretary of the 
Air Force (Material). 



Frank L. Fuller 
Procurement Advisory Coitonittee Executive 


1 Inclosure 

cc Itr to Hon. T. P. Pike w/ 
industry statement 


(see over) 
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Honorable Thomas P« Pike 

Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25, D. Co 

Dear >]r» Secretary: 

Recently, an ijnportant development took place which was precipi- 
tated by the recent action of the U« S. Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in . all new contract negotiations <, Further action is also 
contemplated with respect to existing contracts* 

It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles under Section XV 

of ASPRa . 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported by this Association for 
a long time* In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
l5-20U(c) and paragraph 15«201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow- 
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs of doing business from which the Govern- 
ment derives clear and demonstrable benefits* It is therefore recom- 
mended that, in the absence of a determination of unreasonableness in 
relation to the value of services performed, total compensation should 
be regarded as an allowable cost for Government contract pricing pur- 
poses. 


Eon. ThoSo Po Pike cont'd* 


April 21, 1955 


For your consideration, there is inclosed herewith a paper on 
this subject which outlines the position of the National Security- 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate jrour arrang- 
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives o 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Sec^ 
tion XV of ASPRe It is believed that this principle is of sufficient 
importance to warrant your pronpt consideration since the points of 
issue are either at variance with the proposed revision of ^PR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans, 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date* 

Cordially, 

s/ 

Ji K» Richards. 
Executive Director 
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NATIONAL SECURITY INDUSTRIAL ASSOCIATION 
ALLOWABILITY OF MANAGEMENT INCENTIVE BONUSES 
FOR CONTRACT PRICING PURPOSES 

Introduction 

A recent important development has taken place concerning the disallowance 
of management incentive compensation as a Government contract cost for contract 
pricing piirposes which is unfair and inequitable and demands immediate corrective 
action. This situation applies not only to cost-plus -fixed-fee type contracts 
but also to initial pricing and price redetermination under fixed price type 
contractso 

This problem has been precipitated by the recent action of the U« So 
Air Force in instructing all procurement personnel to exclude consideration of 
management incentive compensation in all new contract negotiations© Further 
instructions are also contemplated with respect to existijig contracts© No Air 
Force directive on this subject has been made public but it is understood that it 
is under consideration in connection with the redrafting of the Cost Principles - 
ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc- 
tions between management incentive compensation plans limited to top executives and 
those extended to all or most of a company* s employees, in practice sxach compensation 
paid to all employees above certain levels of management responsibility is being 
disallowedo This position amounts to a general condemnation of all types of 
incentive compensation plans for the personnel affected regardless of the merits 
of individual plans and completely abandons the tests of reasonableness and allo- 
cability previously followed in the application of generally accepted accounting 
principles and practices© 


This position is in direct conflict with the cost principles under 
Section X7 of the Armed Services Procurement Regulation, paragraph l5-20li(c) 
which provides the following? 

"Subject to the requirements of paragraph 15-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department heads^ (The terra 'compensation* includes all 

amounts paid or set aside, such as pension and retirement 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

•compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 
I 

consideration will be given to the relation of the total 
coirqpensation to the services rendered^)'* 
Pai'agraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
include (i) reasonableness,, (ii) application of generally 
accepted accounting principles and practices and (iii) any 
limitations as to types or amounts of cost items set forth 


in this part 2 of Section XV or otherwise included 
in the contract« Failure to mention any items of cost 
in this part is not intended to imply that it is either 
allowable, or not allowable o" 
Variance From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 
generally accepted accoimting principles and practices which have always regarded 
any form of compensation for personal services rendered by employees, including 
incentive bonuses, as an ordinary and necessary cost of doing business© This 
principle has also been consistently applied in the requirements of the Internal 
Revenue Code, subject to the tests of reasonableness which have been well estab- 
lished under regulations and court decisions© 

The argument frequently presented by the Services for not allowing bonuses 
is -that they are based upon or contingent upon profits or constitute a distribution 
of profito Actually, from the standpoint of a cost of doing business, this method 
of compensation is no different in principle from any other type of incentive payment 
or provision for a fringe benefit© Moreover, it should be recognized that the adop- 
tion of a management incentive bonus plan establishes a moral if not a legal 
obligation between the contractor and his employer and hence establishes a cost 
which must be incurred before profits are determined* As a practical matter, the 
obligation for payment having been established, the basis of profits is usually 
one of limiting the total amo\mt of such compensation that can be paid© 

. It is immaterial whether such cost is determined before profits or after 
profits, providing the cost is reasonable in amount and is in accord with the 
accepted concept of a cost of doing business* The principal factor to be considered 


is one of whether it is an ordinary and necessary business expense which other 
contractors may provide for by a different methods 

If situations exist where certain executives are- recipients of unreasonable 
bonuses, existing cost principles are adequate for dealing with such situationso 
A determination of the reasonableness of an executive's total compensation should be 
made on the basis of the value of such services to the contractor rather than on 
the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 
industry in recent years to adopt manifold compensation plans emphasizing incentive 
features and providing for supplemental payments in addition to basic salaries. 
The adoption of such plans has been dictated frequently by variations in volmne, 
complexity and efficiency of the contractoro If it were not for such forms of 
compensation it woxild be necessary to readjust salaries from time to time, either 
upwards or downwards to reflect broad changes in quality of performance and results 
obtained* 

Invariably such compensation programs have stimulated efficiency in meeting 
production schedules, have maintained high standards of quality and liave kept costs 
within budgets, all of which have been of direct benefit to the Government© 
Conclusion 

In conclusion, we believe , that the current action of disallowing management 
incentive compensation represents an imjustified disinclination on the part of the 
Government to share in the normal costs of doing business from which the Government 

r 

derives clear and demonstrable benefits*. This cost is a normal and regular charge 
of doing business and it contributes to the productive ability of any business 
enterprise just as certainly as those costs which can be directly allocated to a 


particular contract • To the extent that the Government shares in the benefits 
which derive from a firm's productive capacity and efficiency, these benefits are 
no less real because they are indirect o 

It is believed that this recent action now introduces the judgment of 
Government personnel in the place of the judgment of the directors of industrial 
concerns in the matter of determining the method of compensation for key erployeeso 
It fails to recognize the compensation levels necessary to pay for services per- 
formed as well as to protect and hold competent management personnel under prevail- 
ing market conditions© 

In the absence of a determination of unreasonableness in relation to the 
value of the services performed, total compensation should be an allowable cost 
fcyt Government contract purposes based upon the contractor's normal method of 
computation* Reasonableness shoiald govern and any departure from this can only 
result in arbitrary and inequitable rules for determining allowable costso 

The burden of proof of unreasonableness in any individual instance should 
be on the Government and its representatives should show a realistic basis for 
setting aside any portion as unreasonable in amounto The subject of treasonable 
compensation should be a matter for negotiation and related discussions should be 
held with contracting officers involved© 

The contract cost principles. Section XV of the Armed Sfstrvices Procurement 
Regulation, have been undergoing couple te revision in the Department of Defense for 
some timeo The question of allowability of management incentive compensation 
together with contributions to profit sharing plans has been among those under con- 
side'rationo It is understood that these proposed revisions will ultimately be 
coordinated with industry before their release© The recent action of the Air Force 
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appears to be unilateral in nat;ire and is therefore unfair and inequitable. 

It is recommended that the points indicated herein be given consideration 
in connection with the proposed revision of the Cost Principles. 


March 2k, 1955 


NSIA k/21/55 


NATIONAL SECURITY IITOUSTRIAL ASSOCIATION 
DEPRECIATION ON EMERGENCY FACILITIES 
COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 


Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificate s for contract pricing purposes continues to be a pressing problem to 
industry. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man hours of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Government. 

The acquisition costs of facilities required for the esq^anded emergency 
program must be recovered by contractors in the prices charged for the products sold. 
However, the procurement policy now followed by the Department of Defense with respect 
to the allowability of a proper charge for depreciation, wear and tear and obsoles- 
cenceof such facilities does not fully recognize this principle and therefore is in- 
equitable. It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactions. This is explained in further detail below. 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of full cost re- 
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts, as well 
as the allowance of cost under cost type contracts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been granted." 

This policy was subsequently withdrawno The principle was adhered to, how- 
ever, when the Department of Defense in April 1951 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments. 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities, their memorandum recommended that 

"Amortization /of these emergency facilitiesj should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certification." 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors, through prices of their products, of the 
full amount covered by Certificates of Necessity." 


This position was endorsed by the majority of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100^ of the cost of such facilities □ 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study the Director of 
Defense Mobilization issued DM0 No« 11 on August Ih^ 1951^ which stated in the dir- 
ective that 

"For purposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estimate of post five-year 
period usef ulnesso'* 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertainty which existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract- 
orso Although DM0 No, 11 fell considerably short of recognizing accelerated amort- 
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia- 
tion where the emergency period occasioned additional depreciation or obsolescence • 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognized© 

Limitations Placed Upon Cost Recovery 

The implementing directives . of the Department of Defense and the Services, 
however, have placed limitations on the full allowance of "true depreciation^* which 
have been appropriate neither to the spirit and intent of DM0 No o II3 nor to the 
necessities of administrationo Paragraph II-B of DOD Directive Ul05OU has the 
following limitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency periods 

"These principles and procedures shall be applicable to all 
negotiate^ contracts placed after the effective date hereof 
,/December 10^ 195*27 and to all existing negotiated contracts 
Tincluding letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par- 
tic\ilar periods." 

Vith respect to depreciation applicable to emergency facilities in contract 
pricing in the post-emergency period, industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de- 
preciation** allowances dioring the emergency period^ and that contractors would be per- 
mitted to spread that balance over the remainij^g life of the facility* Paragraph III-H 
of DOD U105o3U^ however, provides as follows: 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost^ depreciation on emergency facilities,, 
computed by allocating the undepreciated cost of such facil- 
ities at the end of the emergency period (cost less true de- 
preciation for that period) over the estimated remainiJig life 
of the facilities 

Here, the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre- 
ciated balance to be spread over such period is determined by using cost less true 
depreciation" for the emergency period, even though retroactive portions of such 
»^true depreciation" may not have been fully recovered^ 

Other Difficulties Encountered 

Difficulties have also been encountered. by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous determination of «true depreciation" rather than to rely on reasonable 
judgment as prescribed by paragraph III-G of DOD UlOSOUo 

"o • e The procedures for determining such allowances must be 
■^z- such as will expedite determination; this requires avoidance of 

an impossible perfectionism^ « o" 

The tedious procedures which have been developed have also placed additional impedi- 
ments on the contract^ing process with the result that the process is carrying more 
burden than is appropriate to efficient prociiremento 

The problem of cost recovery to contractors has been further aggravated by 
extensive delays experienced by contractors in receiving true depreciation determin- 
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation. This lag in their issuance has • seriously 
affected the recovery of retroactive portions. of "true depreciation" by contractors 
which in many instances are substantial in amounto 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowancese However, the Depart- 
ment of Defense Directive and the Procurement Regulations fail to define adequately 
that full cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Military Services have indicated that, if "true depreciation" is not claimed, the 
contractor woTold be allowed a normal charge for depreciation as an .element of cost 
for contract pricing purposes over the entire life of the facilities until they have 
been fully depreciated at normal rates, contractors have no assurance that this 
policy would be followed. 


Recommendations 

• It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, mder such circumstances, if true depreciation 
is not claimed, the contractor would be allowed to allocate depreciation on emergency 
facilities on a normal basis diaring the emergency period and the post emergency 
periods 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive #Ul05.3il of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency period© This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and ;particularly 
that portion of "true depreciation" which may not have been recovered durxrig the 
emergency period© 

To accomplish this end it is recommended that Section III Par* H of 
Department of Defense Directive #iil05OU be amended to read as follows^ 

"Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation on emergency facil- 
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre- 
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilities^" 


March 2ii, 1955 
NSIAli /21/5S 


AntiTiran Jujvlitutp uf Arntunlanla 

IKCOKPORATBO DSDXB TBB LAWS OF TBB DI6TSICT OF COI.DMBIA 

THE NATIONAL 0|)GANIZATION OF CERTIFIED PUBLIC ACCOUNTANTS 


270 MADISON AVENUE. NEW YORK 16, N. Y. 


June 30, .1955 


Honorable Thomas P, Pike ' 
Assistant Secretary of Defense 

(Supply and Logistics) 
Washington 25, D. C. 

Dear Sir: 

Comments on proposed revision of ASPR, 
Section XV, Contract Cost Principles, 
dated 11 April 1955 . 


At the request of Mr. Howard Bordner, Deputy Comptroller 
for Accounting Policy, Office of the Assistant Secretary of Defense, 
the Committee on National Defense submits its comments. It is our 
understanding that this Sectionals intended to apply only to cost 
reimbursement- type contracts and we recommend that it be made clear 
that it should not ;be used for negotiation or redetermination pro- 
ceedings in connection with ;f ixed-price contracts . 

We feel. that the document would toe in more useful form if 
It Identified in separate lists the following three categories of 
costs :. ; 4"^^^^ 

1. Costs wli^lch should be considered at the 
time tfae contract is drawn. - 

J- - 

2 .. Costs which are generally allowable . 

..'■■H 3. Costs which are generally not allowable. 
^ ■ • ' *^ = 

There" would, of course,;. Be an overlapping between the first cate- 
gory and the other two .J Mr. Peloubet of our Committee, has given 
the draft an especially- thorough review and a copy of his personal 
comments is attached. The Committee is in agreement with his com- 
ments with the exception of that dealing with Par. 15-204. 22(b). 
The Committee generally feels that interest should not be allowed 
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and that cash discounts on purchases should be credited to costs. 
To the list of paragraphs mentioned by Mr. Peloubet for considera- 
tion when the contract Is drawn, the Committee suggests adding 
Par. 15-204. 35(b) • 

In connection with Mr. Peloubet 's comments on 
Par* 15-204 .27(e), It should also be pointed out that this ques- 
tion arises In Par. 15-204. 6(e). This seems to be a point on which 
judgment will have to be exercised in particular circumstances. 
On the one hand, it might be unreasonable fully to allow contri- 
butions to profit-sharing and pension plans, if in a particular 
year, the "catching up" was of a large proportion even though it 
fell within the carry-over provisions. On the other hand, as 
Mr. Peloubet points out, a strict interpretation of this provision 
could result in unfairness to the contractor by preventing him from 
recouping his fair costs. 

In addition to the points raised by Mr. Peloubet, we sub- 
mit the following: 

Par. 15'201(b)(lv) 

Is not the language of this part of the paragriaph covered 
by the immediately preceding language "exercise of good business 
judgment in Incurrence of costs"? The contractor might be justi- 
fied in deviations in practice even though they substantially 
increase the contract cost. 

Par. 15-204. 6(f)(iv) 
and 

Par. 15-204. 6(g) 

There is an implication that costs arising from distri- 
bution of stock bonuses will be allowed even though the employee 
does not have an irrevocable right to receive the stock. Gener- 
ally, stock bonus plans do have some sort of "good conduct" clause 
and this should not nullify the allowability of the bonus awarded 
to the employee. However, if there are contingencies in a particu- 
lar case beyond such a normal type clause, the question iarises as 
to the allowability under such a condition. 

The limitation of 15jg prescribed for each employee might 
not be fair. Presijonably this percentage figure was derived from 
the tax rule, but should it not be similarily applied as with the 
tax rule to the aggregate for all employees under the plan rather 
than to individual employees separately? 

Par. 15-204.7 

Would it not be desirable to insert the word "reasonable" 
in front of the word "certainty"? There can be costs which are 
properly allowable but which are not completely certain as to time 
or intensity. 
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Par> 15-204.8 

In appraising the propriety of contributions and dona- 
tions, would it not be desirable to take into consideration the 
amount of donations made by other companies in the community of 
similar size? After all, under today's conditions, each business 
<^oncern has a responsibility to the community to make donations 
measured by its size and ability to pay. 


Par. 15-204.15 

Should not the discussion of "starting load** costs deal 
with cases where the contractor defers such. costs in one account- 
ing period for absorption in the subsequent period? Unless this 
is done, it seems to us that the higher production costs typically 
occurring at the beginning of the contract do not present any 
special accounting problems. They should be subject, of course, 
to the tests cited in Par. 15-201(b). 


Par> 15- 204, 16(f) 

What does "self insurance" mean? Is it intended to 
require that funds be set aside or merely that an appropriate 
reserve account be provided in an orderly fashion? 


Par. 15-204. 20(b) 

Should not this paragraph deal only with xmusual cases? 
There seems to be an inconsistency in saying, on the one hand, that 
costs for maintenance done in the current period which could have 
been performed in a prior period are not to be allowed unless pro- 
vided for in the contract; and on the other hand, that no allowance 
will be made in the current period for repair work which for some 
good reasQn, is not done until a subsequent period* The combination 
of these two provisions could result in the contractor losing any 
reimbursement at all for important repair costs. 


Par. 15-204. 22(e)(i) 

We assume that "write-downs" is intended to refer to 
adjustments to lower of cost or market, and is not intended to 
include proper adjustments for obsolescence and damage. 
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Par. 15-204. 44fdV 

The reference to costs of premixim transportation seems to 
us overly to emphasize the application of government rules to the 
operations of the contractor. Again, here the test should be of 
general reasonableness. 

Yours very truly, 

COMMITTEE ON NATIONAL DEFENSE 


Herman W. Bevis 

Price Waterhouse & Co. 
George R. Cat let t 

Arthtu* Andersen & Co. 
H. T. McAnly 

Ernst & Ernst 
Edwin P. Noell 

Lybrand, Ross Bros. & Montgomery 
Maurice E. Peloubet 

Pogson, Peloubet & Co. 
Everett J. Shlfflett 

Hasklns & Sells 
Henry W. Sweeney 

Henry W. Sweeney & Co. 

For the Committee 



mivitf. HcEachren, Chairman 
Touohe, Nlven, Bailey & Smart 


JWM:hp 
End. 


PROPOSED REVISION OP 
AS PR SECTION XV 
CONTRACT COST PRINCIPLES 

April 11. 1Q55 

( REIMBURSEMENT CONTRACTiS) 

One of the first Impressions which I get from this revision 
Is that It is full of recommendations or advice on points which should 
be. considered before the contract is finally drawn. It seems to me 
confusing to have these spread through the whole contract. I do not 
think the text should be changed, but I do think a checklist should 
be prepared indicating the points which should be considered in pre- 
contract negotiations or taken up with the contracting officer, I will 
merely give the paragraph numbers here as I quite agree that the idea 
of pre-contract negotiation on these points is a good one; and I have 
no criticism, in substance, merely as to arrangement. The paragraph 
numbers are: 

15^204.4 15-204.52 
15-204.5 15-204. 55c 

15-204, 6-e(5)i 15-204.56 
15-204. 20b 15-204.57 
15-204. 22d 15-204. 40b 

15-204. 27f(l) . 15-204. 42c 

15-204.29 15-204. 44f 

I believe this is about all the paragraphs that should be 

covered by the checklist, but it is possible that there may be others. 

In any «vent, it seems only fair ihst the contractor should be given 

a complete descriptive checklist of items of pre-contract negotiation, 

or which should be settled with the contracting officer. 

l'?-205.? 

This treatment of selling expenses seems entirely satis- 
factory to me, and is in agreement with good industrial and contract 
practice. 
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15-204,11 

While there Is no objection to this paragraph as it stands, 
I think It would be advisable to point out as was done In the "green 
book" In the war, that certain expenditures which appear to be enter- 
tainment are In fact deductible. For example, official ceremonies 
such as launching of vessels or ceremonies where a contractor is 
given a government award. 

15-204, 22(b ) 

It seems to me that if Interest is not to be allowed as a 
cost, with which I agree, cash discount should not be required to be 
taken as a credit against cost as it is a financial expense very 
largely in the nature of interest. 

1^-204,2^ 

I agree with this and think it is a necessary provision, 
very clearly expressed. 

15-204. 27(e ) 

It seems to me that the result of the application of this 
provision might mean that part at least of a year's pension cost 
might be entirely lost to the contractor as a deduction. 

15-204.34 

The allowance of rental payments under sale and lease-back 
arrangements, as described in this paragraph, is correct in principle. 
In Section (b) of this paragraph I am at a loss to see how the 
reasonableness of a rental can be measured by "normal costs". It 
seems to me that one of the tests of a reasonable rental is whether 
it IS substantially equal to the usual rental charges for the 


particular type of equipment or building. Rentals must In their very 
nature exceed "normal costs" as they Include two additional factors^ 
a risk factor and a financing factor. 

If It Is the custom of a contractor to lease automobiles 
for the use of his employees ^ the rentals on such automobiles ^ pro- 
vided they were used for legitimate business purposes, should be the 
rentals paid to the lessor, which would almost certainly exceed what 
Is described In this paragraph as "normal costs". Furthermore, a 
lessee Is In no position to determine the normal. cost of the lessor, 
and It seems to be a most unfair requirement to ask him to make such 
a determination. 

All of the foregoing Is based on the assumption which I 
think Is entirely sound, that there Is no difference between property 
covered by a sale and lease-back arrangement and property which might 
be, for the sake of argument, put under lease as soon as It was In 
shape to operate. We might easily have two Identical pieces of 
equipment, on one of which rent was paid to a lessor who had purchas- 
ed the property new, and rent might be paid on the other under a 
sale and lease-back^ agreement . The two rentals might be at the same 
rate. It is almost certain that these rentals would be larger than 
the "normal costs" described in this paragraph. I do not think 
there should be this discrimination made between rentals on leased 
property, based on the former ownership of the property. 

All of the foregoing is, of course, based on the assumption 
that the lease under the sale and lease-back is a bona fide lease 
without any provision for repurchase or repossession, and with a 
genuinely independent third party. I agree that a transaction which 


Is merely put through to substitute an unreasonably high rental for a 
low or nonexistent depreciation charge should be disregarded, the same 
as any other transaction which is not entered into at arms length, and 
is entered into for a purpose different than its ostensible one. I 
think the paragraph could be -cured by perhaps making subparagraph (b) 
read "Rentals specified in sale and lease-back agreements under (ii) 
above are allowable only to the extent that such rentals do not exceed 
reasonable rentals on comparable property and only on condition that 
the lease is made with an independent third party, and that there is 
no provision In the lease for repurchase or repossession". 

With the foregoing exceptions, the proposed revision seems 
to be acceptable and is, I think, particularly to be commended for 
its generally clear expression and precise and careful definitions. 


Maurice E. Peloubet 


June 6, 1955 


B 2529 


WASHINGTON 
TRANSPORTATION BUILDING 


GABLE ADDRESS 
AUTOMAKERS 


NEW YORK 
366 MADISON AVENUE 


Automobile Manufacturers Association 

NEW CENTER BUILDING - DETROIT MICHIGAN 


William J. Cronin, Managing Director 


June 17^ 1955 

L. H. Thomas^ Rear Admiral^ SC, USN 
.. Staff Director 
Purchasing and Contracting Policies Division 
Department of Defense 
Washington 25^ D. C. 

Dear Admired Ttiomaet 

Your letter of April 11, 1955 to Mr* J. G. Ellis of our Washington 
•Office, together with the draft of the proposed revision to Part 2, Section 
;3CV of the ASPR, has been reviewed by the Controllers Committee of the Auto* 
pobile Manufacturers Association. 'Bie members of this committee have re- 
jiuested that I forward to you their comments \rtiich I shall endeavor to 
set forth herein. 
. \ 

\ The members of this committee are impressed with the efforts of 

t^e Department of Defense to amplify and improve upon the provisions of the 
pi^sent Section XV and believe that the results, as exemplified by the 
proposed Part 2 revision, are to be commended. In certain areas, however, 
it is believed that the provisions are not acceptable to industry, \fhlle in 
others; further amplification or clarification woxild be beneficial, ^e 

specific comments are as follows: 

\ 

V 

I 15-»200 Scope of Part 

I Although the recently issued Department of Defense Instruction No. 
Vi05.ll specifically cancels permission to use these Cost Principles as a 
forking guide" it is believed that, until such time as this paragraph 
clearly states that it is not applicable to fixed-price contracts including 
those providing for price redetermination, there will be Procurement Agency 
and Audit Agency personnel who will continue to use it as a guide in con- 
nection with such contracting. It is, therefore, strongly recommended that 
this paragraph be expanded to incorporate such a statement. 

15-201 Basic Principles and Standards 

It is believed that the feu^tprs affecting allowability of costs, 
as set forth under b. of this subparagraph, particularly items (l) and 
(iii), should be used as a guide by Contracting Officers but that Audit 
Agencies should not be allowed to pass Judgment on. these types of determina- 
tion, ^ch limitation should be clearly stated in this subparagraph. 
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15*203*5 Base Period for Allocation of Indirect Eaqpenses 

ThiB subparagraph vas found to he vague and susceptible to varied 
Interpretation. It is recoomended that the language be inade more specific 
to clearly set forth the intent of the Item. 


15-20i^*l Advertising 

It Is recommended that this subparagraph be deleted^ In entirety, 
and that the principles of ASER, Section 8-1*02 b.(l) be substituted In lieu 
thereof. 

15-20U.3 Bidding Expense 

The last sentence should be revised to read "Bidding Expense will 
be accepted if found to be reasonable and equitable." 

15^20k.k Cafeterias, Dining Roomsj and Other Food Services 

It is suggested that the words "when it is determined that the con- 
tractor is Intending to operate such searvices at no loss or profit" at the 
end of the third sentence, and the entire last sentence, in this subparagraph 
be deleted, without substitution. Reasonable losses from the operation of 
such services should be allowable, as are other employee morale, health and 
welfare costs under the provisions of subparagraph 15-20li-.10, and shoxad 
not be dependent upon the intention of the Contractor to p^i^rate the acti- 
vity at either a profit or a loss. 

15-20U.5 Civil Defense 

It is suggested that the last sentence in this subparagraph, which 
disallows contributions to local civil defense funds or project^aot on the 
Contractor's premises which are not specifically provided in the contract, 
be deleted, without substitution. Due to the changing situation in civil 
defense, it is possible that a Contractor may be placed in a positkjn of 
having to cooperate with local Governmental Authorities by contributing 
substantially to eaae local civil defense project, for the good of h-s 
community. Such an expense should be an allowable item of cost in contract 
pricing even though it may not be specifically provided in the contract. 

^ 15->20^.6 Compensation for Personal Services 

This proposed revised subparagraph makes certain arbitrary and uiv 
reasonable changes to the current version which provides for the allowance 
of compensation for personal services subject only to the test of reason- 
ablenefifs of total ccanpensation for the services rendered. 3peclflcally, 
the suggested changes in this proposed subparagraph are as follows: 

Subparagraph c. provides that the cost of employee stock options U 
not allowable as an Item of cost. Tbe cost of such options shoxad be alloirtble 
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if total condensation is reasonable, since such payments are an accepted 

method of employee remuneration Ju»t as much as other compensation plans. 
This medium is often utilized to acquire the services of an individual who 
may be essential to the performance of the Government contract. 

It is suggested that Items d*(l) and d.(7) be deleted, without sub- 
stitution. These sentences are unnecessary* 

The sentence under item d.(2) should be expanded to read "Reasonable 
in amount when considered in ligbt of total compensation." 

The sentence under item d.(3) should be revised to read "Incurred for 
cxirrent services actually rendered by employees." 

Item d.(5) of this subparagraph provides that bonuses to employees 
are allowable if they are, among other provisions, "allowable as an ordinary 
or necessary business expense for tax purposes*" It is suggested that the 
words "when paid or accrued" be inserted after the vord "allowable" in this 
sentence. In certain instances such bonuses are allowable for tax purposes 
in one year on an accrual basis although not actually paid until the succeed- 
ing year, which procedure is with Internal Revenue Service approval. 


The words "supplemental ccanpensation" should be used in lieu of the 
words "profit sharing" as used in the heading and throughout subparagraph e. 


The sentence under e.(l) should be changed to read "As used herein, 
supplemental compensation is construed to be compensation paid or obligation ln« 
curred under any plan (immediate or deferred - regardless of method of payment or 
participation) which is in any manner measured by, dependent upon, or con- 
tingent upon, earnings, sales, \init volume, or any other recognized method 
of performance evaluation." 


The words "and g. below" should be deleted from items e.(2)(i), 
e.(2)(ii) and t., since it is believed that the 15?& limitation on the cost of 
immediately payable profit sharing plans and stock bonus plans is arbitrary 
and unreasonable. It could very well be that the writers of the proposed 
revision were thinking about the limitation in^posed by Section 1*0U. (a)(3) of 
the Internal Revenue Code on contributions to deferred stock bonus and profit- 
sharing txnists. However, this limitation should not be applied to immediate 
distribution plans for %Aiich the test should be reasonableness in amount 
lAien considered as part of total compensation. 

Item e.(2)(iii) should be deleted, in entirety, without substitution. 
It is arbitrary and discriminatory and, if such a provision were to be per- 
mitted, 1% could result in the Contractor withholding his best talent ftom 
Government business. If the toted conipensation is reasonable and necessary 
to attract and retain capable personnel the degree to which a Contractor is 
engaged in Government work should not be a factor. 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 


COPY April 22, 1955 


Honorable W. J. McNeil 

Assistant Secretary of Defense (Congjtroller) 
The Pentagon 
Washington 25, De C. 

Dear Mr* Secretary: 

The subject of depreciation on emergency facilities covered by 
Necessity Certificates for contract pricing purposes continues to be 
a problem to the industry members of the National Security Industrial 
Association and others o Although it appears that the original intent 
of the Department of Defense was to recognize full cost recovery of 
such emergency facilities through depreciation allowances as a cost 
in contract pricing over the life of such emergency facilities, a num- 
ber of limitations have been placed upon this full cost recovery in . 
the emergency and post-emergency periods and therefore the current 
policy is inequitable. Details of problems encountered are presented 
in the attached statement o 

To correct these inequities, it is recommended that, if a con- 
tractor elects not to use a determination of "true depreciation," a 
policy statement be issued indicating that the contractor would be 
allowed to allocate depreciation on emergency facilities on a normal 
basis during the emergency period and the post-emergency period. 
With respect to a contractor electing to use a determination of nru.e 
depreciation, " it is recommended that the Department of Defense Direc- 
tive iil05.3U, Section 3, paragraph H, be modified to clearly indicate 
that a contractor will recover in the post-emergency perxod as an _ 
element of cost his original cost of the facility less true deprecia- 
tion actually recovered as a cost during the emergency period. 

For your consideration, a paper is inclosed on this subject which 
outlines the position of the National Security Industrial Association, 
prepared by our Accounting and Auditing Task Committee. After your 
review, it would be appreciated if a meeting could be arranged between 
your policy group and representatives of our Association for the pur- 
pose of discussing this problem in detail at the convenience of your 
repr e s en ta tives « 


Hon. J. McNeil cont'do 


April 22/1955 


The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles^ Section 
XV of ASPR* It is believed that this principle is of sufficient 
importance to warrant your prompt consideration since the points of 
issue are either at variance with the proposed revision of ASPR or 
are not adequately covered therein* 

An identical letter has also been addressed to the Honorable 
Thomas P« Pike, Assistant Secretary of Defense (Supply Sc Logistics). 

Cordially, 

3/ 

tj , K» Richards . 
Executive Director 


Inclosure 







NATIONAL SECURITY INDUSTRIAL ASSOCIATION 

lnc.orporat«d 

Bulletin . . . 
Procurement 

HATioHAu MEADQUARTtRs: 1107 I9lh Street, M IV. • Washington 6,D.C. j REpublic 7-7474 

Information 


Noo 91-55 April 21, 1955 

To: All Members of the National Security Industrial Association 

Subject: Allowability of Management Incentive Bonuses for Contract 
Pricing Purposes. 


Attached is a copy of a letter addressed to the Honorable 
Thomas Po Pike, , Assistant Secretary of Defense (Supply Sc Logistics), 
which includes an industry statement regarding the allowability of 
management incentive bonuses for contract pricing purposes* 

Copies of this letter and inclosure have been sent to the 
Honorable Fo Ho Higgins, Assistant Secretary of the Array (L&BD), 
Honorable Raymond Ho Fogler, Assistant Secretary of the Navy, 
(Material) and Honorable Roger Lewis, Assistant Secretary of the 
Air Force (Material) • 


Frank L. Fuller 
Procurement Advisory Committee Executive 


1 Inclosure 

cc Itr to Hon. T. P. Pike w/ 

industry statement (g^^ over) 


FLF/gf ' 

This Bulletin if designed to net forth aetivitiea of Attaociation committeeH dealing with military procurement proce- 
dures. Comments^ criticisms and suggestions expressed herein represent the views of committee members only. 
It remains for each member to make its own policy decisions and to deal with the Military Establishment as it sees fit 
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April 21, 19$$ 


Honorable Thomas Pe Pike 

Assistant Secretary of Defense (Supply & Logistics) 
The Pentagon 
Washington 25^ D. Co 

Dear Mr# Secretary: 

Recently, an important development took place which was precipi- 
tated by the recent action of the Uc Se Air Force in instructing all 
procurement personnel to exclude consideration of management incentive 
compensation in all new contract negotiations « Further action is also 
contemplated with respect to existing contracts- 
It is our understanding that as the result of this recent action, 
the entire problem of allowable compensation is under consideration in 
connection with the redrafting of the cost principles \inder Section XV 
of ASPR* . 

The use of generally accepted accounting principles as the basis 
for solving problems, which develop in the accounting or auditing fields 
under Government contracts, has been supported by this Association for 
a long time. In this recent course of action, however, it appears that 
the acceptance of these principles has been completely abandoned and 
that this position is even in direct conflict with the cost principles 
under Section XV of the Armed Services Procurement Regulation, paragraph 
l5-20U(c) and paragraph 1$-201, which provide for the applications of 
tests of reasonableness and allocability in the determination of allow- 
able compensationo 

This instruction to disallow management incentive compensation 
represents an unjustified disinclination on the part of the Government 
to share in the normal costs of doing business from which the Govern- 
ment derives clear and demonstrable benefits* It is therefore recom- 
mended that, in the absence of a determination of tmreasonableness in 
relation to the value of services performed, total compensation should 
be regarded as an allowable cost for Government contract pricing pur- 
poses. 


Hon* Thosp P<, Pike cont'd 


April 21, 1955 


For your consideration, there is inclosed herewith a paper on 
this subject which outlines the position of the National Security- 
Industrial Association as prepared by our Accounting and Auditing 
Task Committeeo After your review, we would appreciate your arrang- 
ing a meeting between your policy group and representatives of our 
Association for the purpose of discussing this problem in detail at 
the convenience of your representatives o 

The attached statement was prepared prior to the release for 
industry comment of the proposed revision of Cost Principles, Sec- 
tion XV of ASPRe It is believed that this principle is of sufficient 
importance to warrant your pronpt consideration since the points of 
issue are either at variance with the proposed revision of ^SPR or 
are not adequately covered therein. In this connection, it has been 
noted that an article on page 2 of the April 13th issue of the Wall 
Street Journal reported that the final decision on incentive plans, 
has not yet been made. 

Specific comments on the draft of Section XV will be submitted 
at a later date* 

Cordially, 

s/ 

Je Richards. 
Executive Director 


Inclosure 


NATIONAL SECURITY INDUSTRIAL ASSOCIATION 
ALLOWABILITY OF MANAC5EMENT INCENTIVE BONUSES 
FOR CONTRACT PRICING PURPOSES 

Introduction 

A recent important development has taken place concerning the disallowance 
of management incentive compensation as a Government contract cost for contract 
pricing pLirposes which is xmfair and inequitable and demands immediate corrective 
action. This situation applies not only to cost-plus -fixed-fee type contracts 
but also to initial pricing and price redetermination under fixed price type 
contractso 

This problem has been precipitated by the recent action of the U# So 
Air Force in instructing all procurement personnel to exclude consideration of 
management incentive compensation in all new contract negotiations <, Further 
instructions are also contemplated with respect to existing contractSo No Air 
Force directive on this subject has been made public but it is understood that it 
is under consideration in connection with the redrafting of the Cost Principles - 
ASPR Section XV. 

Although it appears that the Air Force is attempting to recognize distinc- 
tions between management incentive compensation plans limited to top executives and 
those extended to all or most of a company* s employees, in practice sxich compensation 
paid to all employees above certain levels of management responsibility is being 
disallowedo This position amounts to a general condemnation of all types of 
incentive compensation plans for the personnel affected regardless of the merits 
of individual plans and completely abandons the tests of reasonableness and allo- 
cability previously followed in the application of generally accepted accounting 
principles and practices© 
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Conriict With Cost Principles 

This position is in direct conflict with the cost principles under 

Section 17 of the Armed Services Prociireinent Regulation, paragraph l5-20U(c) 

which provides the following? 

"Subject to the requirements of paragraph 1^-201 

with respect to the general basis for determining 

allowability of costs, and irrespective of whether 

the particular costs are treated by the contractor 

as direct or indirect, the following items of costs 

are considered allowable within the limitations indicated: 

"(c) Compensation of corporate officers, executives and 

department headsa (The terra » compensation' includes all 

amounts paid or set aside, such as pension and retireirent 

benefits in accordance with the interpretation set forth 

in paragraph 15-601, salaries, royalties, license fees, 

bonuses, and deferred compensation benefits. The total 

•compensation of an individual may be questioned and the 

amount allowed may be limited; and in connection therewith, 
I 

consideration will be given to the relation of the total 
compensation to the services rendered© 
Paragraph 15-201 also provides that 

"The tests used in determining the allowability of cost also 
include (i) reasonableness, (ii) application of generally 
accepted accounting principles and practices and (iii) any 
limitations as to types or amounts of cost items set forth 


in this part 2 of Section XV or otherwise included 
in the contracts Failxire to. mention any items of cost 
in this part is not intended to imply that it is either 
allowable or not allowable©" 
Variance From Generally Accepted Accounting Principles 

The position of the Uo So Air Force is also completely at variance with 
generally accepted accounting principles and practices which have always regarded 
any form of compensation for personal services rendered by employees, including 
incentive bonuses, as an ordinary and necessary cost of doing business* This 
principle has also been consistently applied in the requirements of the Internal 
Revenue Code, subject to the tests of reasonableness which have been well estab- 
• lished under regulations and court decisionso 

The argument frequently presented by the Services for not allowing bonuses 
is that they are based upon or contingent upon profits or constitute a distribution 
of profito Actually, from the standpoint of a cost of doing business, this method 
of compensation is no different in principle from any other type of incentive payment 
or provision for a fringe benefit* Moreover, it should be recognized that the adop- 
tion of a management incentive bonus plan establishes a moral if not a legal 
obligation between the contractor and his employer and hence establishes a cost 
which must be inciirred before profits are determined* As a practical matter, the 
obligation for payment having been established, the basis of profits is usually 
one of limiting the total amount of such compensation that can be paid© 

. It is immaterial whether such cost is determined before profits or after 
profits, providing the cost is reasonable in amount and is in accord with the 
accepted concept of a cost of doing business* The principal factor to be considered 
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is one of whether it is an ordinary and necessary business expense which other 
contractors may provide for by a different methods 

If situations exist where certain executives are* recipients of unreasonable 
bonuses, existing cost principles are adequate for dealing with such situations* 
A determination of the reasonableness of an executive's total compensation shoxald be 
made on the basis of the value of such services to the contractor rather than on 
the manner in which the compensation is paido 

It should be recognized that there has been a strong trend on the part of 
industry in recent years to adopt manifold compensation plans emphasizing incentive 
features and providing for supplemental payments in addition to basic salaries • 
The adoption of such plans has been dictated freqioently by variations in volume, 
complexity and efficiency of the contractoro If it were not for suah forms of 
compensation it would be necessary to readjust salaries from time to time, either 
upwards or downwards to reflect broad changes in quality of performance and results 
obtained© 

Invariably such compensation programs have stimulated efficiency in meeting 
production schedules, have maintained high standards of quality and have kept costs 
within budgets, all of which have been of direct benefit to the Government* 
Conclusion 

In conclusion, we believe. that the current action of disallowing management 
incentive compensation represents an unjustified disinclination on the part of the 
Government to share in the normal costs of doing business from which the Government 
derives clear and demonstrable benefits «. This cost is a normal and regular charge 
of doing business and it contributes to the productive ability of any business 
enterprise Just as certainly as those costs which can be directly allocated to a 
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particular contract. To the extent that the Government shares in the benefits 
which derive from a. firm's productive capacity and efficiency, these benefits are 
no less real because they are indirecto 

It is believed that this recent action now introduces the judgment of 
Government personnel in the place of the judgment of the directors of industrial 
concerns in the matter of determining the method of compensation for key eiqployeeso 
It fails to recognize the compensation levels necessary to pay for services per- 
formed as well as to protect and hold competent management personnel under prevail- 
ing mar-ket conditions© 

In the absence of a determination of unreasonableness in relation to the 
value of the services performed, total compensation should be an allowable cost 
for Government contract purposes based upon the contractor's normal method of 
computation^ Reasonableness should govern and any departure from this can only 
result in arbitrary and inequitable rules for determining allowable costs© 

The burden of proof of unreasonableness in any individ\aal instance should 
be on the Government and its representatives should show a realistic basis for 
setting aside any portion as unreasonable in amovmto The subject of unreasonable 
compensation should be a matter for negotiation and related discussions should be 
held with contracting officers involved© 

The contract cost principles. Section XV of the Armed Sfs^vices Procurement 
Regulation, have been undergoing coirgDlete revision in the Department of Defense for 
some timeo The question of allowability of management incentive compensation 
together with contributions to profit sharing plans has been among those under con- 
sideration o It is lander stood that these proposed revisions will ultimately be 
coordinated with industry before their release© The recent action of the Air Force 
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appears to be unilateral in nature and is therefore imfair and inequitable. 

It is recommended that the points indicated herein be given consideration 
in connection with the proposed revision of the Cost Principles. 


March 2k, 19S5 


NSIA k/2l/$$ 


NATIONAL SECURITY II®USTRIAL ASSOCIATION 


DEPRECIATION ON EMERGENCY FACILITIES 
COVERED BY NECESSITY CERTIFICATES FOR CONTRACT PRICING PURPOSES 


Introduction 

The subject of depreciation on emergency facilities covered by Necessity 
Certificate s for contract pricing purposes continues to be a pressing problem to 
industry. The fact that the Department of Defense and the Military Services have 
been unable or unwilling to accept amounts certified as a practical and acceptable 
measure of true depreciation for purposes of determining cost in negotiated contract 
pricing is continuing to waste many man ho\irs of work both of the audit groups and 
the accounting departments of contractors without any real benefit to the Governments 

The acquisition costs of facilities required for the expanded emergency 
program must be recovered by contractors in the prices charged for the products soldo 
However, the procurem.ent policy now followed by the Department of Defense with respect 
to the allowability of a proper charge for depreciation, wear and tear and obsoles- 
cenceof such facilities does not fully recognize this principle and therefore is in- 
equitable* It requires the manufacturer to assume risks which he is not required to 
assume in normal commercial transactionso This is explained in further detail belowo 

Original Policy Intended Full Cost Recovery 

In January 1951 the Munitions Board recognized the policy of full cost re- 
covery when it issued the following: 

"The Board approves the policy with respect to original pricing 
and price redetermination under fixed price contracts^ as well 
as the allowance of cost under cost type contr,acts, that facilities 
for which Certificates of Necessity have been granted shall be 
depreciated on the basis of spreading the cost of such facilities 
as if no Certificates of Necessity had been granted*" 

This policy was subsequently withdrawn o The principle was adhered to, how- 
ever,, when the Department of Defense in April 19^1 took a more equitable position in 
testifying before the House Committee on Expenditures in the Executive Departments • 
In referring to the allowance of a charge against Government contracts for depreciation, 
wear and tear and obsolescense of such facilities, their memorandum recommended that 

"Amortization /of these emergency facilities7 should be allowed 
in full as a cost in product pricing for initial product pricing 
as well as in repricing under the Renegotiation process, as 
required by statute, and as a matter of consistency with the 
principle of partial certificationo" 

The memorandum also stated that 

"The real incentive provided by the amortization program is the 
recovery by contractors^ through prices of their products, of the 
full amount covered by Certificates of Necessity." 
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This position was endorsed by the majorit:/- of the House Committee and is a 
clear recognition of the philosophy that only through the product prices can a 
contractor recover 100^ of the cost of such facilitieso ' 

The desirability of prescribing such a policy was referred to the Director 
of Defense Mobilization in April 195lo After considerable study, the Director of 
Defense Mobilization issued DM0 No. 11 on August lUj 1951^ which stated in the dir- 
ective that 

"For purjposes of cost computations in negotiated contract pricing, 
accelerated amortization shall be allowed only to the extent that 
the percentage certified is based on an estijnate of post five-year 
period usefulnesso" 

At this point industry believed a procurement policy would be promptly 
established which would alleviate the uncertainty which existed with respect to how 
and when the costs of emergency facilities were to be recovered by defense contract- 
orso Although DM0 No, 11 fell considerably short of recognizing accelerated amort- 
ization as a cost on the basis of the amounts certified, it did clearly establish an 
intent to allow as a cost in negotiated contract pricing more than normal deprecia- 
tion where the emergency period occasioned additional depreciation or obsolescence. 
Moreover, contractors felt that the spirit and intent of full cost recovery would 
continue to be recognizedo 

Limitations Placed Upon Cost Recovery 

The implementing directives of the Department of Defense and the Services^ 
however., have placed limitations on the full allowance of "true depreciation" which 
have been appropriate neither to the spirit and intent of DM0 Noo 11,3 nor to the 
necessities of administrationo Paragraph II-B of DOD Directive U105«3U has the 
following limitations with respect to the recovery of retroactive true depreciation 
applicable to the emergency periods 

"These principles and proced^jres shall be applicable to all 
negotiate^ contracts placed after the effective date hereof 
/December 10^ 19527 and to all existing negotiated contracts 
Tincludihg letters of intent) at that date where firm prices 
have not fully been finally determined or redetermined and to 
all existing cost-reimbursement type contracts not completed at 
that date except as to predetermined overhead rates or fixed 
amounts of overhead which have finally been agreed upon for par- 
ticular periods •" 

With respect to depreciation applicable to emergency facilities in contract 
pricing in the post-emergency period<> industry was originally assured from discussions 
of this matter with Department of Defense officials that depreciation would be based 
upon the entire balance of the cost of the facility not recovered through "true de- 
preciation'* allowances dijring the anergency period^ and that contractors would be per- 
mitted to spread that balance over the remaining life of the facilitya Paragraph III-H 
of DOD l|105o3U, however, provides as follows: 
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Contract pricing for the post-emergency period will be based 
upon allowing as a cost^ depreciation on emergency facilities, 
computed by allocating the undepreciated cost of such facil- 
ities at the end of the emergency period (cost less true de- 
preciation for that period) over the estimated remaining life 
of the facilitieso" 

Here, the military contractor is penalized further by being unable to fully recover 
the cost of emergency facilities in the post-emergency period in that the undepre- 
ciated balance to be spread over such period is determined by using cost less , "true 
depreciation" for the emergency period^ even though retroactive portions of such 
"true depreciation" may not have been fully recovered^ 

Other Difficulties Encountered 

Difficulties have also been encountered by contractors in obtaining true 
depreciation determinations in view of the attempt which has been made to make a 
meticulous. determination of "true depreciation" rather than to rely on reasonable 
judgment as prescribed by paragraph III-G of DOD UlOSOUo 

"• • e The procedures for determining such allowances must be 
such as will expedite determination; this requires avoidance of 
an impossib?i.e perfectionism^ «, o" 

The tedious procedures which have been developed have also placed additional impedi- 
ments on the contracting process with the result that the process is carrying more 
burden than is appropriate to efficient procurement o 

The problem of cost recovery to contractors has been further aggravated by 
extensive delays experienced by contractors in receiving true depreciation determin- 
ationso Some contractors advise that they are still awaiting approval of applications 
for determinations of true depreciation^ This lag in their issuance has . seriously 
affected the recovery of retroactive portions of "true depreciation" by contractors 
which in many instances are substantial in amount© 

Because of the above limitations, many contractors are now questioning 
the practicability of claiming "true depreciation" allowanceso However, the Depart- 
ment of liefense Directive and the Procurement Regulations fail to define adequately 
that fiJLLl cost recovery of emergency facilities through normal depreciation will be 
recognized in the event "true depreciation" is not claimed. 

Although some representatives of the Department of Defense and the. 
Military Services have indicated that., if "true depreciation" is not . claimed, the 
contractor would be allowed a normal charge for depreciation as an .element of cost 
for contract pricing purposes over the entire life of the facilities until they have 
been fully depreciated at normal rates., contractors have no assurance that this 
policy would be f ollowedo 


Recommendations 

It is therefore recommended that the Department of Defense promptly issue 
a policy statement indicating that a contractor holding Certificates of Necessity 
may elect not to use a determination of true depreciation for the emergency period 
for contract pricing purposes and that, under such circujnstances, if true depreciation 
is not claimed, the contractor woxild be allowed, to allocate depreciation on emergency 
facilities on a normal basis during the emergency period and the post emergency 
period. 

To correct the inequity now existent with respect to a contractor electing 
to use a determination of true depreciation, it is recommended that Department of 
Defense Directive 0klOS^3h of December 10, 1952, be modified to clearly indicate 
that a contractor will recover in the post-emergency period as an element of contract 
cost his original cost of the facility less "true depreciation" actually recovered 
as a cost during the emergency periods This change is necessary to assure the 
contractor of the recovery of the total cost of emergency facilities, and ;particularly 
that portion of "true depreciation" which may not have been recovered during the 
emergency periodo 

To accomplish this end it is recommended that Section III Paro H of 
Department of Defense Directive #1x10501; be amended to read as follows* 

"Ho Contract pricing for the post-emergency period will be 
based upon allowing as a cost, depreciation on emergency facil- 
ities, computed by allocating the undepreciated cost of such 
facilities at the end of the emergency period (cost less depre- 
ciation actually allowed as a cost for that period) over the 
estimated remaining life of the facilities*" 


March 21;^ 1955 
NSIAl^ /21/55 


L« H» Hhomae, Rear AdmiraJ.^ SC, USN -U- 


June 17, 1955 


Subparagraph g* should be deleted without substitutioiXt No limitation 
should be placed upon the employer contribution, under supplemental compensa- 
tion plans of any percentage of the total basic compensation paid or accrued to 
such employees in the year under consideration. Tbere are already sufficient 
restraints in the area of reasonable costs. In certain instances, the salary 
or vage paid is nominal in relation to the supplemental compensation plan and 
without such plan the Contractor may not be able to attract and retain person- 
nel necessary for both Government and non-Ooverximent business. 

15*20^. 9 Depreciation 

The second sentence under e. shoxild be deleted in entirety and the fol- 
lowing substituted therefor: "After the expiration of the emergency period for 
the facilities concerned where a determination of "true depreciation" has been 
made, the remaining unrecovered (during the emergency and/or post-emergency 
period) portion of the cost of such facility will be depreciated over its re- 
maining useful life and will be recognized as an allowable cost." In those 
instances where the facilities are used in the performance of defense contracts 
in the post-emergency period the contractor shotild be permitted to recover in 
the post-emergency period as an element of contract cost his original cost or 
the applicable portion thereof of the facility less "true depreciation" actually 
recovered during the emergency period. 

15-20U.10 Employee Morale, Health and Vfelfare 

It is recommended that the second sentence be reworded as follows: 
"Examples of these activities are house publications, recreation programs, 
health or first-aid clinics^ and employee coimselling services." 

15-20lf,12 Excess Facilities 

The words in this subparagraph should be deleted, in entirety, apd 
the following substituted therefor: "Itoless otherwise provided for la the 
contract, these costs are unallowable." 

15-20U>lI^ Fringe Benefits 

The words "supplemental compensation" are sxaggested in lieu of "profit 
sharing" \znder a. 

The words "that constitutes, in effect, an implicit agreement on the 
Contractor's part" should be deleted from the end of the sentence under b. 

15-20^.15 > Initial Production Costs 

To the extent that the provisions of Paragraph 8-U02 of Section VIII 
(b.(l3) and b.(2li^^)) are applicable, such provisions should be inserted in 
this subparagraph in lieu of the presently proposed language. This change 
is desirable not only In the interest of consistency but to provide for pre- 
production costs which are not mentioned In this subparagraph, as proposed. 
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June 17^ 1955 


15-20^»>17 Interest and Other Financial Expenses 

Under the prdvislon of this subparagraph, interest on borrowings is 
not an allowable item of cost for contract pricing* This is contrary to 
b.(lU) of Paragraph 8-U02 of Section VIII which provides for "Interest on 
borrowings'* with respect to costs to be considered in the settlement of 
termination claims. 

Industry has, for many years, taken the stand that interest and 
other financial e3«penses are good costs and should be allowable in contract 
pricing. It is still believed that such costs should be allowable ♦ 

15-20t».20 Maintenance and Repairs / 
■ / 
The last sentence under a. should be deleted, in entirety i 
Subparagraph b. shovild be deleted, since / 
*tois subparagraph forces the Contractor to anticipate what future 
abnormal conditions he may enco\inter, at the time he enters into a contract. 
Furthermore, it requires him to convince the contracting officer that an 
abnon^al cpndition will exist in the future. This could be the source of 
considerable misunderstanding and argument since opinion plays an izaportant 
role in maintenance and repair items* 

\ 

15'»^^*27 Pension and Retirement Plans 

The third sentence of b. should be reworded to read "In cases where ; 
the Internal Revenue Service withdraws approval of a plan, amounts alio- \ 
cated to contract costs subsequent to withdrawal of the approval will be- 
come unellowible • " / 
/ ^ 

15-20tf>30 Professional Services - Legale Accounting^ Engineering 

/ and Other 

/ — — — 

i 

The' cost of successful defense of anti-trust suits, and the successful 
prosecution of claims against the Government should be allowable under the 
provisiojis of c# 

15-20>4-.31 Profits and Losses on Disposition of Plant, Equipment, or 
Other Capital Assets 

the provisions of this subparagraph are contrary to b.(l6) of Para- 
graph 8^t*02 of Section VIII which allows the recovery o f su ch items. It 
is suggested that the applicable provisions oT Section Vm be substituted 
for the presently proposed language. 

15-20^,32 Reconversion E)g)enses 

We can see no reason for disallowing any reconversion expenses as 
defined In this paragraph. 


L. H- mionas -6- June .17, 1955 

15*20U,3tf Rentals of Plant and Equipment 

The restriction on amounts of allowable rent for facilities covered 
by sale and lease-back agreements ls5 not equitable. Many Contractors . 
would be unable to finance the facilities required and even if they could 
borrow the necessary funds interest on the loan would not be allowed as 
a cost. In order to guard against abuses, the allowable rental on 
facilities covered by sale and lease-back. agreements could be restricted 
to normal, competitive rentals for similar properties. 

15 . 35 Research and Development 

Under b.(l) (iii), general research is an allowable cost if, among 
other conditions, "the contractor agrees to divulge to the Government the 
results of such independent general research". Tbia condition is un- 
acceptable and should be deleted in its entirety, without substitution* 
This condition could require the disclosure of information of the type 
which the contractor desires to protect from use by competitors in in- 
dustry and \rtiich he would so protect in the course of his regular business 
as one of his most valuable assets. 

Item • b.(l)(iv) .should be-deleted, without substitution. 

With respect to "related research", as set forth under b.(2) of 
this subparagraph, the restriction that, to be allowable, such costs must 
be related to the contract or product line could ijapose a hardship upon 
a large Contractor whose research activities encompass both "general" and 
"related" research in a common department or division. In such cases, it 
woiad be impracticable to segregate the "related" costs from the total 
costs. Therefore, it is recommended that related research costs be 
allowable. 

Subparagraph c, should be deleted, without substitution. 
15-20^.36 Severance Pay 

The second paragraph should be reworded to read "The cost of sever- 
ance pay is allowable if it is paid as the result of (i) JLegal reqjiiire- 
nentsi (ii) engployer-enployee agreements, (iii) established policy of ^ the 
Contractor, or (iv) the circumstances of the partic\ilar employment." 

The second sentence of subparagraph b. sho\ald be reworded with 
certain parts deleted. It should read "The amoimt allowable shall be 
determined by assigning the total cost of actual mass severance payments 
to the applicable contracts existing at time of severance." 

I5-20U.39 Special Tooling 

The last sentence of this siabpaaragraph should be deleted. It is not 
within the purpose of Section XV to establish the contractor's liability 
with respect to Government property. 


The opportunity to present our views on this proposed revision 
and to make recommendations to yo\ar office is sincerely appreciated. 

Very truly yours, 

William J. Cronin 
Managing Director 
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Honorable Thomas Po Pike, 
Assistant Secretary of Defense^ 
Supply and Logistic 
The Pentagon, 
Washington 25, Do C« 

Dear Mr* Pike;. 

The Aircraft Industries Association appreciates the 
opportunity to present its views to the Department of Defense with 
respect to the proposed provisions of Part 2 of Section XI of the 
Armed Services Procurement Regulation, a draft of which was forwarded 
to this Association for review and comment with a letter dated 
i^ril 11, 1955, from Rear Admiral Thomas of your office, and 

which was supplemented by. his further letters of April 12, 1955. and 
May 25, 1955. 

The proposed revision of this portion of Section XI of 
the Armed Services Procurement Regulation has received the careful 
attention and study of the principal financial, accounting, and legal 
officers of the member conpanier of this Association. A detailed 
line-by-line analysis of the proposed revision has heretofore been 
submitted to your office, pursuant to the instructions which were 
Bet forth in the letters from Rear Admiral Thomas to which reference 
has already been made. 

At the request of the Board of Governors of this Association, 
I would like especially to bring to your attention certain aspects of 
the proposed revision of Part 2 of ASPR Section XI which are considered 
to be of vital iirportance, not only to the aircraft manufacturing 
industry, but also to the Government, particularly the Military Services* 
These are briefly discussed in the remaining portion of this letter* 

^fe t hcc l of Determlninrr the mowabilitv of Cop t p. . 

The aircraft manufcfcturing industry is largely in business 
to serve the Government. As a result, over the years, many of the 
standards followed in this industry have been patterned, in many cases, 
after the Government rules and regulations, of wliich contract admini- 
stration and cost accounting are leading exarrpleo. Government standards 
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of contract administration and accounting, in the fields governed 
ty the provisions of the existing ASPR Section '/H, have dfJelopS ■ 
slowly, as a result of the efforts of countless lawyers. accoSt ants 
?SuSr^d°fH'^''''' and contracting officers re^eseiti^ ' 
indust^ and the Government « The process of negotiation, pooling of 
e:q?erience, give-and-take of ideas, anfi the resulting gradSal ^ 
resolution of problems in this complex field has been a process of 
uMnh^Ini ?u ^'"^^^ °°st accounting and legal principles 

^?S+f o?'?v,**'^?ff''''^^'^^'*^ '^^1^°* the patient 

efforts of tne Jfilitary Services and the defense Industiy, wo?king 
together over a period of many years, but are also based in general ' 
rSati^shlpsr^ "^""^ fundamental to all commercial 

Though far from perfect, and, thus, certainly capable of 
being considerably improved, the provisions of ASPR Section as 
they exist today, contain contract cost principles which are 
comparatively simple and not administratively unwieldy. With the ' " ' 
exception of a few specific items, which lie In the area In \dilch 
, Improvement is needed, the existing cost principles have become 
general^ accepted by the legal and accounting professions, when such 
prlncipxes are limited to the purpose for which they were designed. 
such cost principles, having been the product of long development 
5^^r,^''^f^^®^°®» therefore, familiar to the numerous Government 
officials who administer them, and to the lawyers, accountants, and 
other businessmen in industry whose affairs are governed by them. The ' 
basic principle is, of course, the rule of reasonableness. Such 
principle is also basic with respect to all laws and regulations which ' 
govern industiy In related fields, including taxation and renegotiation* ' 
AS to what constitutes "reasonableness", lengthy regulations and printed 
interpretations, many of which are themselves the product of long 
e35»erience, are widely understood and accepted. Because the present > .'^ 
provisions of ASPR Section X! are a statement of principles, rather " 
than a rule in itself, such provisions are considered adequate to ' 
protect the Government against unreasonable costs. 

„- contrast with the manner in which the present ASPR Section 

25^ for the most part confines itself to stating principles governing 
cost allowability, the draft of the proposed revision thereof sets 
forth detailed Instructions and arithmetical formulae to contracting 
officers and auditors and indirectly to a3l conpanles engaged in defense 
work. These detailed instructions and formulae thus become the rules 
themselves, inflexible and unchanging and not subject to the exercise of 
Judgment, A rule Is by definition something. which governs exactly. That 
is what the proposed . revision of ASPR Section )N purports to do. It leavee 
no latitude, no room for discretion. It provides, for exanple, that, if 
over 25% of a company «8 business is with the Mllitaiy Services, certain 
°i*f^^?^® allowable; but if only 2456 of its 'conpetitor«s business is ^ 
With the Military Services, the con?)etitor does not suffer from the 
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°c ^^'i^ "^^^^ Further, If a conpanyts business with 
the miltaiy Services should be less than 25% of its total business, 

ii^T.^"'^!!.''!?^^^'''^^'^ ^ refusing another contract 

which it might be uniquely coinpetent to fulfill. Thus, a conpany 

pJfSlf^^ r^""^^" ^^^^"S niore than 2555 of its ■ 

li rJ: tr^^^ *° °^ I» «"ch a circumstance, 

or for other reasons, it should be decided that 25% was not a proper 
line ^^^^"frc^tion, it would then be necessaiy to dfetermine a different 
rule. If the 25^ rule is bad, would 20% be better? If experience 
Sj^in+Sr''?.' " i3 believed it certainly would, that no such 
percentage figure can be fixed with certainty, and that there can 
llZ f *i^f^?^°7/^l^stltute for judgment, the Department of Defenee 
would oe required to return to the existing standard of "reasonableneee"* 

Changes in AcGonn ,t.1p p ^athodp p n^ Procf^A^ij-^ p . 

I* l^as long been fundamental that a business concern should 
not oe required to change its existing accounting methods and set up 
special procedures under Government contracts when the existing 
.procedures of such concern conform to generally accepted accounting 
practices and prlnciplese In a desire to obtain "uniformity«, ma^ of • 

contained in the draft of the proposed revision of Part 2 
of ASPR Section jST would require drastic changes in the accounting 
methods and procedures of defense contractors. This desire for 
uniformity is understandable, as an objective, from the Government «8 
standpoint. Complete uniformity of this type, however, is simply not 
practically obtainable. "Consistency" of accounting methods, as 
contrasted with uniformity, is practicable. Consistency already exists. ' 
Virtually eveiy accounting system worthy of the name is based upon : 
accounting principles which are uniformly understood and which enable 
qualifiea accountants, lawyers, and businessmen to understW any given 
set of accounts and the information obtainable therefrom arid to make 
conparisons and arrive at identical conclusions. As noted above, this " 
is precisely why the reliance upon the widely understood accounting ' 
principles contained in the existing ASPR Section XI are so useful. 
Detailed differences in accounting practices are, however, inevitable 
among companies, simply because the conpanies themselves are not identical 
in their organization, products, or ways of doing business. 

The proposed new version of ASPR S ;cfion Xl^ supplements these 
generally accepted accounting standards and procedures which have been 
used for many years and would require the co'mmencement and completion of 
a loiig period of learning and establishing new methods based upon new 
rules. The proposed revision of ASPR Section XI would require radical 
revisions in existing acceptable accounting and contract administration 
methods of countless. conpanies throughout the countiy, either to cope 
with the regulation where it does apply or to prove that it does not 
apply. Such a reshuffling of existing accounting and administration 
methods would be costly and burdensomee To require industry to make so 
basic a departure from prevailing industrial practice would not only be 
costly but would also work hardship upon small business. ' 
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The new accounting and cost standards and procedures which 
would be required by -the proposed revision of ASPR Section JS would 
not be applicable for tax, renegotiation, and other purposes. The 
burden inherent in having to calculate cost allowability on one 
basis to satisfy the Department of Defense and on a coupleteay 
different basis for all other purposes which are of concern to a 
aefense contractor would constitute a conplicatlon to the defense 
effort which is considered tinwarranted and unwise o 

Some companies engaged in defense work are still able to 
remain almost entirely on a fixed-price basis. These conpanies and 
all other coinpanies in this industry as well, wltli respect to such 
of their business as is fixed-price, hope that the advice contained 
in^the letter of April 11, 1955, from Rear Admiral Thomas, to which 
reference has heretofore been made, will continue to be the policy and 
practice of the Department of Defense and the MLUtaiy Services. Suoh 
advice is that contracting officers have been directed not to use the 
provisions of the existing ASPR Section JfS nor aiy proposed revision 
thereof, as a working guide under fixed-price types of contracts. 
Even though fixed-price type contracts should continue to be unaffected 
by anytning contained in ASPR Section jflT, it should be noted, however, 
that tne increased techriioal complexity of aircraft and their component 0 
is tending to make the use of some form of cost-reimbursement type 
contract mandatory for all companies during initial design and testing 
phases for new items. Even the satisfaction which those conpanies 
who are still virtually wholly or almost entirely on a fixed-price 
basis now have in the non-applicability of ASPR Section X/ to their 
business may thus be largely denied to them. 

A provision in the proposed revision of ASPR Section XIT, 
iMch Is of major concern to this industry is the paragraph aitltled 
"Compensation for Personal Services". The definition of "profit-Bharing" 
contained in that paragraph includes any method of condensation which 
"is in any manner measured by, dependent upon, or contingent upon profit" 
The two principal types of conpensation which would fall under this 
restriction arej 

(a) Any form of compensation, measured by 
profits, which is paid currently. In this class 
would fall bonuses, production or other work 
incentives, safety awards, axid management Incentives, 
including stock option plans j and 

(b) Any form of compensation, measured by 
profit, the piayment of which is deferred. Into 
this class would fall pension and retirement 
plans designed to provide retirement, disability, 

' and termination benefits to einplqrees, as well as 
any other bonuses or incentive condensation, the 
payment of which is deferred for. any^ period. 
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The proposed revision of ASPR Section would disallow 
75/5 of any such current or d€':erred conpensation, if iiiore than 25JS 
of the contractor's business consists of Government work* As 
originally received by this Association, the draft of the proposed 
revision of A3PH Section aV provided for disallowing entirely the 
cost of such incentive coripensation if more than 25% of such 
business was with the Govei-nment. Since then, the aritlmetic has 
been changed. Please be assured that this change does not affect 
the industiyts position with respect to this matter* Such change in 
policy merely adds an arbitrary distinction to an already existing one. 
It does, however, demonstrate the point already made, i#e#, that 
reliance as a matter of method upon a precise and inflexible formula 
inevitably begets equally and necessarily inflexible amendments onoe 
the need for adjustment is recognized and the process of amendment 
begins. Of this very first amendment, it may be asked; If 25% of a 
defense contractor's profit-sharing cost is now to be considered 
desirable or allowable as a matter of principal, what reasoning 
requires the unallowability of the remaining 75^? 

Compensation paid to employees, whether measured by the 
number of hoi.rs worked, the nulnber of pieces produced, or the amount 
of profits, if any, earned by the conpany, is a cost of doing business. 
To disallow as a! cost any coiT?)ensation, in whole or in part, which is 
measured by profits would deny to the management of defense contractors 
what has proven to be one of the most effective methods of achieving 
increased efficiency. The purpose and effect of these incentive 
compensation plans, often referred to as profit-sharing plans, are 
to lower costs or inprove products, or both. 

Incentive compensation plans have in one form or another been 
in use for centuries. Probably one of the first plans which was used 
in this country was in a glass factoiy owned and operated by Albert 
Gallatin, Secretary. of the Treasury under President Jefferson. Many- 
and various methods have been sought, down the years, to instill in 
enployees a feeling of identity of interest with their enployer. All 
of these have been based in part upon the recognition that some means 
must be found to directly link, to a greater extent, the employee's 
interest with the fortunes of his conpany. 

As recently as 1939, a Subcommittee of the Senate Finance 
Committee, after extended hearings on the subject, issued a monumental 
report on this method or technique of paying conpensation to enployees. 
This Subcommittee, known as the Vandenburg-Herring Subcommittee, head^ 
by the late Senator Vandenburg of Michigan, found that so-called 
profit-sharing arrangements had made tremendous contributions to the 
success of those enterprises which had adopted them. As this Subcommittee 
viewed it, well-devised plans of this type had contributed inportantly, 
not only to the elimination of strikes and other types of industrial 
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strife and the creation of a stable, contented labor force, but 
nore especially to increased efficiency and productivity of enployees 
and, therefore, to an actual overall decrease in .the cost of operations^ 
IMs Subcommittee reported that there were then in existence over 700 
such plans. Today, it is estimated that there are over 12,000 such 
plans, covering several millions of enployees. Incentive coupensation 
plans have thus been established by thousands of conpanies in good 
faith and in reliance upon Government laws and regulations and vhat 
appeared to be enlightened business and public policy e For the 
Department of Defense now to disallow -11, or a major portion of the 
p^rments made linder such plans, which w'ire previously all6wed as proper 
costs, would be unfair to such companies and to the millions of their 
eitployees who have relied upon them. 

Incentive compensation plans or the so-called profit-sharing 
plans, whether they be current or deferred plans, in virtually all 
cases apply in a non-discriminatory manner to a natural and of ten to 
a very large class of employees. Once in operation, such plans depend 
for their effectiveness upon being knovm by employees as an obligation , 
of their conpany. They confer benefits in accordance with standards the 
fairness of which must be evident to the employees, or the very purposes 
for which they were established are defeated. Once in effect they 
cannot be ^'turned off except after substituting some fixed cost of 
coup ens at ion, the avoidance of which may well have been one of the vezy 
reasons for their establishment in the first place# 

With respect to such plans as are on a deferred basis, the 
maiority thereof are designed to provide retirement, disability, and 
termination benefits to errployees® The payment of such benefits are 
just as much a cost of doing business as other payments of conpensation 
for personal services. In today industrial society, there can be 
little question that deferred benefit plans are here to stay. They have 
been sponsored by the Government in the form of old age, social secui^lty^ 
and unemployment legislation, largely out of recognition that industry 
has not, as yet, developed all of the techniques to handle this burden* 
Ctompany contributions to a deferred type profit-sharing plan are 
deductible for tax purposes only if the plan itself has been approved 
in advance by the Internal Revenue Service* The standards and procedures 
established by the Internal Revenue Service constitute an irrpresslve body 
of law which assures adequate protection to the Government interest for 
cost control purposes, as well as for tax purposes and still preserve to 
Industry and its employees, who are beneficiaries of these plans, the 
innumerable advantages which the proposed revision of ASPR Section XIT 
would deny© 

All industry and all departments of Government concerned with 
the allowability of ooirpensation as a cost have operated for many years 
on the standard of "reasonableness"© The main test has been whether or 
not total coirpensation paid to an employee is reasonable, regardless of 
the method or mechanics of payment* Thus, condensation has naturally 
been paid in many forms, depending upon the prevailing circumstances* 
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Some corrpanles, especially those In more stable lines, have relied to 

arraiigements. This has been an especially sound practice i*ere 
^tl^lllZ'^Z Jh°Le%'o *° vldel^uctuatLns"" tZe case 

pScfjnrs-notrciiir?^^^^^^^^^^^^ 

^ .^jLft technical and mnagertal ta!LrneSaS! U 

it cannot be done through the mechanics of flexible arranaemei^ts 

S lect?™-°»"' fr ^ It -O^Wt-'te'i- The pr^^^SoJ of 
?L^e"a:e^?2r^o^t*:^»t«t^^Mi-S - 


General RftRsnrf.^, Flvrp^PfiT 


mnHo proposed revision of ASPR Section XJ, provision is 

made for tne allowance of general research expense under certain 

SrSoia";" Sd f u?l ^ff^*'^'^^ such ei'SS'rnust be 

reasonable" and equitably allocable to all production work of the 

contractor. Though not purporting to be a definitiororSreasonableneBB" 
arltSn «^\ertheless requires the application S Jhe ' 

arithmetical formula to which reference elsewhere herein has been niade. 
in order^ to determine whether or not such expense wiU be allowabl^ * 
The application of such formula, with respect to general research clrrt«^ 
on ^thin this industry, would result in the disallS^Sce ol Sf suS"^ 


? ''''''^ proposed revision provides that, as the 

fnn+r ."'i^^^''? ^"^^""^ '^^^^ allowable if more than 25Jg of the 

contractor's business is with the Government. If the costs incurred for ' 
tlllZLl^'Tr^ reasonable, they should be allowed regarSSss of tJe 
percentage of Government business the contractor is performins To rp^+i<.+ 
the allowability of the allocable portion of "reasLaSe? SSjal rese^S 
oSSL^f ' f percentage of the GoverLeit b^Sness 

contractor is performing is considered to be unreasonable and unduly 
LnS. ?ft'^"^^l.' ''^f substantially all of their producSon 

SSSoi^ P"""*^"" thereof, to the national defense 

program. If the increasing demands of the Military Services for new 

^he^pnL^^''^ T^\^T/t^ ^l^^^ld be increased and 

rt?L^?^^"ff ^^r^^"" ^^"""^^ encouraged, not discouraged. Thus, any 
discriminaticn in connection with the allowability of cfsts of this^e 
of research should be in favor of, not against, those engaged in the 
^mvS! Instruments of defense which are essential for StioLl 
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^PP^°^^'^"^tely five years, the- Department of Defense 
ha. nad under consideration and active preparation its draft of 
: this proposed revision of Part 2 of Section aV of the Armed Services 
Procurement Regulation. A. veiy short period was afforS this 
industry to review and submit its comments with respect to such 

0? DrfpSrjffi manufacturing industry, it' is hoped that the Department 
HK^i""^ industry an opportunity to discuss the various 

irisPR tL^on w^'''A^"'^f'""?°''? substitutes for those now coStSnert 

«?fLf f + .5' /f^^'^^gly* it is requested that anple opportunity 
be afforded to^ this industry to discuss at one or more joint raeetingT 

S^tLM^^^^^ incorporated m L proposaj^^f. 


Sincerely yours, 
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Admiral L. H. Thomas, Staff Director, 
Purchasing and Contracting Policies Divission, 
Office of the Assistant Secretaiy of Defense, 
Supply and Logistics, 
Department of Defense, 
Washington 25, D. C, ' 

Diear Admiral Thomas: 

In response to your letter of April 11, 1955, and your 
supplemental letters of April 12, 1955, and May 25, 1955, detailed 
comments and suggestions have been prepared by this Association 
with respect to the DOD draft of a proposed revision of Part 2 of 
Section JS of the Armed Servicec Procurement Regulation. Such 
comments and suggestions are set forth In a suggested redraft thereof, 
to which have been added, as preliminaiy e:;planations, reasons for 
each change which is suggested. Such reasons are, of course, by 
necessity, stated as concisely as possible. For your convenience, 
twenty-five copies of such suggested redraft are enclosed, 

V ^}^^^ few days, a letter from tliis Association 

•will be forwarded to Assistant Secretary oil Defense Hke. In that 
u""!.^ ^■^•"■^'^ explanation will be given of the basic objections 
which the aircraft manufacturing . industiy has to this proposal of 
the Department of Defense, 

This proposal of the Department of Defense has been under 
development for approximately five years. This Association has had 
a little over two months to i-eview and submit its comments. There 
are many provisions in the DOD proposal whose purposes are not 
understood by this industiy. Plirther, it is conceivable that the 
need for the changes suggested by this industiy may not be completely 
understood by the Department of Defense. It would seem, therefom 
that it would be highly desii-ablc from the standpoint of the Depeu-tment 
01 Defense that a joint meeting between Government and aircraft 
manufacturing industry representatives, at an appropriate level, be 
held for the purpose of discussing the contents of the DOD proposal 
as well as the numerous suggestions thereto which axe set forth in 
tne attached redraft thereof. Such a iueeting is earnest3y requested 
by this Association, ^ 

Sincerely yours, 

Robert V/, McMillan, Secretary, 
Accounting and Controllers Committee, 
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The detailed comments and suggestions which are set forth 
in the attached material Appendix '^A" hereof ^ are the result of a 
careful reviev by the members of the ApIoA© Accounting and Controllers 
Committee of the contents of a draft which was forwarded to this 
Association for comment by Admiral Lo Ho Thomasp under date of 
April 11, 1955 o 

After an extensive review and discussion of the contents 
of the draft of the proposed revision of Part 2 of ASPR Section 
which occurred at meetings of such A#I«Ao Committee, it was concluded 
that the recommendation of this Association should be that this 
industry favors the existing cost principles which are now contained 
in ASPR Section. ST, rather than the proposed revision which was 
submitted to this Association for its review and comment o While 
certainly not perfect, the cost principles now contained in ASPR 
Section 'JN and currently in effect^ are comparatively simple and not 
administratively unwieldy© Such cost principles have come to be 
generally accepted (except for a few specific items), when limited 
to the purpose for which they were designed© The proposed revision 
would be not merely a new set of cost principles, but would become 


a set of detailed instmctions to auditors and contracting officers 
regarding the procedures to be followed in the determination of 
allowable costs uader cost-reimbursement type contracts ♦ If the 
pattern of the proposed revision is followedp such instructions, in 
most cases, would be confusing and subject to a variety of interpre- 
tations and, in addition, provide for the application of standards 
as tests for allowability and allocability of certain costs, which 
standards are considered to be arbitrary and unreasonable Accordingly, 
therefore, it is the recommendation of this Association that the proposed 
revision or anything similar thereto should not be issued « 

The objection which this Association has to specific provisions 
of the draft of the proposed revision and suggestions, for changes which 
are considered essential^ are set forth in and made a part of the attached 
redraft thereof© 

One additional general comment is, however, considered 
appropriate at this point© Such comment is that, since this Association 
has not received fpr review a draft of Part 1 of ASPR Section it is 
assumed that a revision thereof is not presently contemplated; but, 
if such Part 1 is to be revised in any respect, it is further assumed 
that paragraph 15-101 thereof will not be materially changed and will 
continue to provide that **in the case of such contracts /cost-reimbursement 
type contracts/ having predetermined overhead rates the applicable 
provisions /Part 2j of this section shall be used only as a basis for 
negotiating such rates but shall be followed for all other items of cost"© 
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ASPR SECTION XF^ PART 2 

Contract Cost Principles 
For Supply and Research Contracts With Commercial Organizations 

(In the following redraft of the DOD draft of a proposed revision of 
ASPR Section Part 2, suggested deletions are lined out, and suggested insertions 
are indicated by underscoringo) 

15-200 SCOPE OF PARTo This part sets forth principles and standards for the determination 
and allowance of costs in connection with cost-reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for _ procurement of supplies ^ services, and 
research and development work with organizations having commercial type accounting 
systems o However, this part does not apply to contracts for facilities (unless 
specifically prov,ide(i iy^ gmtragt)f construction and architect-engineer services 
related to constractionc This part does not prevent special treatment of anv iteTn of 
cost by contract provlsloTin The fact that QertaiR cogi^g y^pt allQva^;Le as proper 
items of cost for cost-reimburaement type Gontrafits shall not be noTigtrued as prevettting 
the allocation or recognition of such costs with respect to all other business of « 
contractor. 

Reasons (1) To permit application of this part to facilities 
contracts where the Government and the contractor 
mutually agree that such application is desirable© 
Ordinarily, it may be appropriate to apply the 
principles in this part to facilities contracts 
when the facilities contractor will use those 
facilities in performing supply, service, or 
research and development contract So 


Reason: (2) The regulation should not prevent mutual agreement 


between the contractor and the Services on special 
problems^ Further, as indicated by Mndral 
Thomas, in his letter of April 11, 1955, to this 
Association, as well as in. other official com- 
munications of the DOD, this regulation should 
state that it will not prevent proper allocations 
to business other than cost-type contracts o 



15-201 mSIC PRINCIPLES AND STANDARDS 


a. Composition of Total Costo The total cost of af. cost-reimbursement 
type contract is the net sum of (i) the allowable direct costs^ (ii) the properly 
allocable portion of allowable indirect costs and (iii) applicable income and other 
creditso 

b* Factors Affecting Allowability of Costso The factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii^^-eKepeiee-^f 

eesfesy-ftfid-fv^ and (iii) any limitations as to types or amounts of cost items set 

forth in this Part 2 of Section XV or otherwise included in the contracto 

Reasons (1) Clauses (iii) and (iv) above are ambiguous 
and redundanto The tests to be applied in 
connection with clause (i) above necessarily 
involve the question of whether or not good 
business judgment was exercised by the con- 
tractor at the time of the incurrence of the 
particular cost^cn the basis of information 
then available© The test of reasonableness 
should be sufficient o It is unreasonable to 
require that every decision stand the test of 
subsequently-discovered facts not available 
at the time the original decision was made 
but available to some final judge who thus 
has the advantage of hindsighto 

The tests to be applied in connection with 
clause (ii) above necessarily involve a de- 
termination as to whether or not equitable 
cost treatment is obtained under contractor's 
accounting practices and procedures irrespec- 
tive of any significant deviations in the 
established practices of the contractoro 
Further, changes in established practices are 
required many times during the performance of 
Government contracts, and, again, the test of 
reasonableness should be sufficient in deter- 
mining the allowability of costs incurred as 
a result the re of o 

Co Credits o The applicable portion of income and other credits, rebates, 
and allowaficesy-eH€l-eqttivsieRt-bene^i%e-&©eFftiHg-4e' received by the contractor and 


which are related to any allowed cost will be credited to the Qovemment either as 


a reduction in contract cost or by a cash refund, as appropriate© 

Seasons (l) The reason for deleting the words 

"equivalent benefits" i£ that it is believed 
the words "other credits rebates 
and allowances" cover the subject 
and that the words "equivalent bene- 
fits", thus, do not add anythingo 
Further, what is intended to be in- 
cluded by the addition of such words 
is not understoodo 

do Contractor's Accounting Systeruo The requirements concerning record 
keeping and approval of . the contractor's accounting procedures and practices are set 
forth in the "Records Clause" (See ASFR 7-»203o7)o It is not the intent of this part 

(l) to require the contractor to change its accounting procedures and practices which have 
been previously accepted for determining costs under Government contracts o 


Reasons (l) This regulation and the present revision 

should not be used to change accounting prac- 
tices now properly appliedo It has long been 
fundamental that business should not be re- 
quired to change its existing accounting methods 
and set up special procedures under Government 
contracts, when the existing procedures conform 
to generally accepted accounting practices and 
principleso As proposed to be revised, this 
regulation has so many mechanical requirements 
that contractors fear accounting principles, 
which have been consistently applied by them 
for years, might be radically revised in order 
to comply with the new governmental requirements* 
Furthermore, this might tend to discourage many 
companies (especially small business) from par- 
ticipating in the defense effort, thereby damag- 
ing the broad base desired by the Govemmento 
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15-202 DIRECT COSTS. Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost, or aggregate thereof, which can be 
identified specifically with any objective, service, program or project under 
the contract and are chargeable directly thereto. Major items of cost readily 
identifiable with the contract or with other work of the contractor should be 
charged directly thereto. This principle may often be applicable to such 
elements of expense as fi-eight, travel, communications, engineering services, 
etc., as well &s the normal items of materials and productive labor. However, 
when the contractor is engaged in mixed production, this principle must be 
applied consistently to the costing of both defense and non-defense products 
or services, in order to produce ei?ul table results. When the accounting expense 
of direct costing of minor items would exceed the resulting benefits, individual 
items, otherwise allowable as direct costs, may be treated as indirect expenses. 


15-202.1 DIRECT h4ATERIALS. The cost of direct materials includes'the cost of 
items purchased, supplied, manufactured or fabricated, which enter directly 
into the end product or which are used or consumed directly in connection with 
furnishlnjg such product. 


1 


15^202.2 DIRECT LABORc The cost of dirept labor includes salaries and wages 
specifically identifiable with and properly chargeable directly to the performance 
of contract or other work of the contractor • J^e cost of direct labor may be 
distributed to contracts on t he basig gf actual or average rates paid. It may also 
include other associated costs such payrpll taxes and workmeh"s compensation 
insurancer-i^fee?©-4*-4a-tfee-ee*abi4r©fe0d-p»^«tAee-©«-t^^ ^ 

Reason I (l) To perflit the distribution of direct 

labor ^osts to contracts on the basis of 
avera|;e rates paid in accordance with the 
pjppvisions of Section 15-202 • 2 of the 
presejat ASPR. 

(2) To pmodt a change in Contractor's established 
|>ractice if mt prejudicial to the interests 
the Government • 


■ 3 

15-202.3 OTHER DIRECT COSTS. Where other items of cost are charged directly 
to the contract consistent with paragraph 15-202 above, the contractor must 
demonstrate that they are specifically related to the performance of the contract. 
When, however, items ordinarily chargeable as indirect costs are charged to 
a Government contract as direct costs, the cost of similar items applicabla to 
other work of the contractor oust be eliminated from indirect costs allocated to 
the contract. 


15-203 INDIRECT COSTS. 

(a) Indirect costs are expenses which are incurred for common or 
joint objectives, are accumulated for accounting purposes by 
departmental activity or other logical cost grouping and are 
charged to the contract and other work of the contractor by 
a process of allocation. Each element thereof is subject to 
the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must 
be taken into account in determining the most suitable method or 
methods. The objective should be the selection of a method or methods 
which will distribute the indirect costs in a fair and equitable 
manner. The method used in connection with Government contracts 
must, in order to be acceptable, cotaform with generally accepted 
accounting practices, be applied consistently, and produce 
equitable results. Any significant change, such as in the nature 

of the business, extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing 
processes, or the products being produced, may require reconsideration 
of the methods previously in use to determine whether they continue 
to be equitable. Further discussion relative to allocation of 
the individual categories of indirect costs will be found in 
the subparagraphs below. 


15-203.1 INDIRECT MANUFACTURING AND PRODUCTION EXPENSES, Indirect manufacturing 
and production expetisea consist of costs which are necessary to the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202. Allocation of indirect manufacturing and 
production expenses on a time basis, such as direct labor man-hours or machine-hours, 
Is a method which generally produces accuracy and equity. Other acceptable bases, 

(1) in appropriate circumstances, include but are not limited to direct labor dollars 

(2) 4«xaiHs^ve-e$-eve»UBe-j»9eiB^UAK units processed and prime costs of units processed. 
i»-sea©-SHfteta»e©BT-i*-«ay-be-»eeeBeaj»y-te-4epa3«t»eHtaitfl©-e?-©e*abiieh-©eBt 
e©Ht©M-ti»-e»i©|i-*e-44B*a»ibtt*e-©q«i4abiy-*h©-i»e[isi©©t-©eets,~?h©-fft©^ji©-ie-b© 

.©©Re44©P©i-i:»-4©t©FaiiiiRg-tli©-©}t*eRt-e^-4©paj'tBi©H*aiiaa*ie»-eP-©stablisha©»t-e# 
e©©*-eeH4©?e-i»eiH4©-vaPt©ty-ef-p»©due*BT-©eapl©xit}«-eS-ppee©e&eB-aH4-*©lativ© 

(3) iab©P-a»a-*aeiiity-iieqHip©M©H*©-i©P-tfe6-va3?i©He-ppe§a©te» The accumulatio n »nd 
distribution of indirect costs b y departments, or by cost centers established 
for that purpose, is an accepta ble practice, provided equitable results are . 
pbtained thereby. Some of the fac tors to be considered in determining the extent 
pf departmentalization or est ablishment of cos t centers are variety of products, 
complexity of processes and relat ive labor and facility requirements for the 
various products . 

Reason: (1) There are many recognized methods of 
allocating overhead other than those 
specifically mentioned which may be more 
equitable for some companies. 

(2) Limitation should not be in regulations 
applying to all contractors, since in some 
instances, it may be more equitable for some 
companies to include premium pay in the base 
distributing overhead expenses. Including 
overtime premium in direct labor has 

been recognized as a generally accepted 
accounting practice for many y;ear8. 

(3) To give recognition to departmentalization as 
an acceptable basis for overhead distribution 
under certain circumstances and at the same time 
remove the inference that departmentalization is 
subject to direction by Government contracting 
officers or auditors. 


15-203.2 INDIRECT ENGINEERING EXPENSES, Indirect engineering expenses consist 

ehiefly-ef-eftgiHee?iHg-sHpei?vieieBT-eHgi*eefifig-ad«isiBtiie«ive-eKpeflee-aB4 
eHgiaeejifig-gefieFai-eHppliee of costs (i) w hich are in.nrred in the nv.r-«n 
operations of the engineering and certa i n technical departments «n ri rpl«t..H 
activities, (ii) which »re determined «nd .i,cc^r^.^ engineering «vp ^r,«a» <n 
a ccgrdance vdth contractor's generally pr^^ppt.^ °—' nting practices pnd 
system, and (iii) which avf not rendily rnhject to treatm e nt as direct costs . 
These expenses arise out of engineering activities which majr include product 
design, tool design, experimental development, manufacturing and production 
development, layout of production lines, determination of machine methods and 
related blueprinting and drafting. Indirect engineering expenses should be 
allocated to the benefited activities, i.e., contract and other work of the 
contractor on the basis of direct engineering man-hours expended, direct 
engineering labor dollars 4«*elHei»e-ef-eveP*iHe-pj.eBiHH>, or other equitable 
basis. Direct costs of engineering activities should be charged directly to 
the benefited activities, i.e., contract and other work of the contractor in 
accordance with paragraph 15-202. 

Reasont (1) To provide for a more complete definition of ' 
indirect engineering expenses and to 
recognize the differences which exist in 
the classification and treatment of 
engineering costs throughout industry, 

(2) The specific engineering activities set 
forth in this paragraph are not uniformly 
treated as engineering activities through- 
out the industry. For this reason, it is 
considered desirable to make the classification 
permissive rather than mandatory. 

(3) Limitation should not be in regulations 
applying to all contractors, since, in 
some instances, it may be more equitable 
for some companies to include premiian pay 
in the base for distributing overhead 
expenses. Including overtime premium 

in direct labor has been recognized as 
a generally accepted accounting practice 
for many years. 


: 15-203.3 SELLING AND DISTRIBUTION EXPENSES, Tbe-©KpeH6©B-iR.tbiB-gPe«p-eeBsiBt 
(1) ©f-i*©«e-whiel9-pepp66eB*-4h©-ee6t-ef-m6kPk6t4ag-*be-6eHtiiae*ei'is-pPed»e*B-aB4 

i*eae»— SeHea?ailyT-e«eh-exp©He©s-aa»©-H6%-eeR8i4&i»&d-te-b©-ai±©wabi©-aB-a-6feai»g© 
4o-Sev©PHmeH*-e«B*-p©iabH3?B©a©fi%-t}ip©-eeftt3?a©*B-i:©p-tb©-P©aseH-*hat-msaik©tiBgy 
iH-th©-»iiRa3?y-©eHB©Peial-s©Hs©T-is-»©*-H©©©BBaJ'y-#e3?-d©i»g-bttBi»©BB-wi*h-th© 
GevepameH*,— Hew©v©PT-§©p©Hi©Bt-Hp©fi-a-p©aee»abi©-d©»e«s*Pat4©a-©f-b©a©£itB-t© 
fiove3?fi«©H*-eeH*Pae*s-a»d-e%ib^©©%-*e-*b©-©tb©P-j93Pev4aireHB-©*-*btB-pa»tT-*feeF© ' 
aay-be-aa-a41©ea44©B-*«-g©v©3»aa©s*-wepk-ef-*b©B6-©Kp©as©e-4»-tb4s-6a*©g©Fy-wb46h 
eeHeiB*-ef-%e©hRieaiT-e©fiSHl*4Bg-aBdt-&H©b-©*h©F-b©B©fi©4ai-s©3Pv4©©B-44R©iu44»g 
peia*©5-BHp©pvts4eB-aRi-©i©¥4eai-©Kp©Bs©s>-wb4«b-ai«©^^©p-p%ttipes©B-BHeb-as 
appiieati©a-aH§-aiap*a*4©»-©«-tb©-©©fi4pa©*epAe-p3?©eliiete-»a*b©!i-tbaa-pi»©-s©a:l4RgT 
ett«b-e©ate-Bb©«id-i4FB*-b©-alleeat©i-b©tw©©B-*h©-©©B*Pa©*©5-ie-e©HmePeiai-i4B© 
afid-4*B-Sev©?Ha©B*-©eBtpae*B»— ?b©-ajB©«B*-aiie©a*©§-*©-*b©-ia**©p-sb©ul4-th©B 
b©-ehM«gei-to-*b©-4Bd4v4dHai-©©Btpae*&-©a-aBy-©q«4*abl©-bas4B,— B©eaus©-©f-tb© 
©p©e4al-ppebl©me-*ha*-ap4s©-4B-*b4B-ap©aT-i*-4B-«Bttally-^es4pabl©-freP-tbe 
e©fi*pae*©p-*«-44©fi*4fy-4fi-4*e-P©eePde-by-a©aae-©f-sHb-ae©oaa%s-eP-©ib©P«4s©T-.*b© 
i*©ae-af-*bes©-©9qB©aB©B-e©fts4d©p©e[-pP8pePly-a4i©eabi©-t©-S©¥waB©at-©e»ti«a6tB, 
The expenses In this group consist of items which represent the cost of 
contract or order administration , negotiation, liaison between Government and 
other customer representatives a nd the contractor's personnel, advertisinp;; 
marketing, and distribut ion costs, and other like services. Gen ft rally. such 
expenses, w hen incurred in the direct marketinsf and distribution of the 
Contractor's products In the or dinary commercial channels and not considered 
necessary for doing business wi th the Government are not considered allowable. 
However, such expen ses are allowable noon a reasonable demonstra tlnn nf 
benefits to Government eontraets and subieet to the other provisions of this 
part# provided the method of a llocation to Government contract is reasonable. 


In the event bpeciul problems arise in this area, it may be desira b le for the 


contractor to identify in its records, by means of sub-accounts or otherwise, 

the Items of these expenses considered properly allocable. to Government contract s. 

Reasons (1) To eliminate language which would 

cause considerable confusion in ^ 
the application of this cost principle 
by more clearly defining the allowable 
and unallowable portions of ouch costs , 
and to avoid necessity of making 
separate allocations when such 
is not necessary and would only result 
in increasing accounting costs without 
providing more equitable distribution 
of the expenses. 


15-203 --4 • GENERivL AND ADMINISTRATIVE EXPENSES. . General and administrative expenses 

consist of costs incurred in the over-all management, supervision and conduct 

of the business. Any recognized method of allocating general and administrative 

expense ia acceptable provided equitable results are thereby obtained. Seae-ei? 

*he-#aeteM-*hat-&heuW-peeeive-eeHs44epa*teR-tH-det©Mt»iag-w 

ai^e-eqHitebie-a2^-4i>-the-eeet-pat^M-e#-the-SeveFMe»^e 

pepee»*age-e*-*he-*e*al-eeet-ef-the-ee»tp&e4|--eKei»&i¥e'-e^*ge»e3Pe^ 

etpa*t¥e-exp©»ee67-i^ppeeeH*e4-by-eaeh-e*-tke-e9v©Fal-ee&*-eeapeHeft*B-*hepee 

tft-Feia*i©fi-*e-tke-eeat-patt©Pft-«©F-^he-piaR*-eB-ae*lrVi4y-ae-a-wheleT-ai^ 

*ke-id%3^t8-8bfe6tive-©f"^i&tPib«tieR-©f-tkeB©-©x^efta©B-^ 

te-*h©-geaepai-a»4-aiai»ie*3»ative-©S^t-42»Feive§-lr»-*he-W©-^^ 

ijftveHteFieB-betwee»-a©©eH»*i»g-p©ptedBr-vapiati?eHe-4»-the-pa*ie-ef-e©» 

iRVeH*©py-ievei0-te-aii-©^hep-iHv©»*epy-iev®iBy-a»i-aHy-e*hep-peievaH*-fa^ 

Biaeh-aa-*feeB©-a©H*ieft©d-ift-pap6igpapk-15-29^4b).v 

Reasons (1) The sentences deleted do not add 
anything to the interpretation 
which would not automatically be 
included in the first two sentences. 
The whole subject of the factors to 
be considered in determining whether 
methods of allocating indirect costs 
bring about equitable results is 
amply covered in paragraph 15-203 (b). 


l5-203o5 BASE PERIOD FOR ALLOCATION OF INDIRECT EXPENSES • Sh©-bese-pe»©i-f©? 

MaHe©-ep-sh©ttle[-be-Fepye»©R*atarve--©f-*hai-pepieeio She-beae-pepied-eheHlel-b© 
e>if$ieiently-ieRg--be-a¥©id-iHeetttitie8-4H-the-»llee©*ieH-ef No specific 

rules can "be stated as to the detemination of the base period for allocation of 
indirect expenses^ but in generals the contractor's established base period shall 
be reopgnized if it is consistent with generally accepted accounting principleso 

Reason: (l) To conform the intent expressed in 
the paragraph with those outlined 
in paragraph 15-203 (b)^ which states, 
in part J, that ••No specific rules can 
be stated as to the method of alloca- 
tion of indirect costs," and the "method 
usedpoomust, in order to be acceptable, 
conform with generally accepted account- 
ing practices, be applied consistently," 
etc. The paragraph, as originally pro- 
posed, is believed to be ambiguous as well 
as impracticalo 


15-20U APPLICATIONS OF BASIC COST PRINCIPLES AND STANDARDS TO SELECTED ITEMS OF 
COST. This paragraph states, in some detail, applications of the basic cost prin- 
ciples and standards set forth in the preceding paragraphs of this part to certain 
selected items of cost. The statements herein apply irrespective of whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
cost* Failure to mention any particular item of cost herein is not intended to 
imply that it is either allowable or unallowable. With respect to those items not 
specifically covered, as well as all of the subparagraphs of this paragraph l5-20lit 
determination as to allowability will be made in the light of the basic principles 
and standards endy-whepe-appp^pptatejr-'fehe-tipea^weHt-af-similap-ep-pelateei-items-iH 
%his-PftP%r — ^A3!i-ef-%he*»9ttlBpapagFaph8-lBelew-&pa-&ttb^det-^e-th6«*ba8ie--ppiReip]kea«aAel 
ataRdareia set out in paragraph 15-201» 

Reasoni (l) Language clarified to indicate that 

principles and standards of paragraph 
15-201 are also applicable to items 
not specifically covered. 


AEP7ERTISING. Advertdsing expenses include the costs of advertising media 

(1) and. co r ollary --a^MarRfcg^at^^ f^y^PCTfifiS? vrii,mrl]y related thereto. Advertising 
media include magazines, newspapers^ radio and television programs^ direct mail, trade 

(2) papers, outdoor advertising, dealer cards and window displays, sales conventions, and 

fialfiS, eathibits, free goods and samples of a sales nature n and sales literature* 

Reasons (1) To more clearly define and limit those expenses 
other than the costs of advertising media which 
are to be included as a part of advertising expense© 

(2) Conventions, exhibits, free goods, and samples 
are properly classified under the general term 
^%dvertlsing^' only when directly related to 
sales effort So Other similar costs should riot be 
treated hereunder© 

(1). a. The following advertising costs ©aSiy are allowables 

(1) Mv e r ti o 3j Kg - i n -^gad'e-aa^°^^ ou o h ad v e y 

%^iag-d e cg -net effer-opee' a i'ffee-gsg^^df^et-^ ^ ^ 

ett e se gd z ia te o R of -^cetefeeaar-^i^yaig^^rcai"^ Instltn-^ional 

advertising, including advertising in trade and techi^cal ,30^ypals. provided the 

advertising does not offer specific products or services for sale or is not related 

to the direct marketing or distribution pf the contractor's product^ 

Reasons (l) To provide for reimbursement of institutional 

advertising, displays, exhibits, etc©, which are 
not designed to offer products for sale and are not 
related to marketing or distribution of contractor's 
product, but are for the purpose of presenting the 
comparer and the industry in its participation in 
the defense programo Such advertising is an 
important part of the business life of companies 
engaged in furnishing supplies and services to 
the military departments© It arouses the public's 
interest in such matters by disseminating • 
information; it attracts potential employees^, 
particularly the scientific, to companies and 
industries which have a great need for such 
personnel to continue technological advancement; 


to 


and elicits the support of local coiiEny.nities, 
which is so important to the day«to-=<iay activities 
of every companyo Basically, the institutional- 
type advertising is essential in keeping the name 
of the company before the public as a means of 
acquainting it vdth the past, present , and expected 
future accomplishments of the compai3yo It 
identifies the contractor and its employees vdth 
the defense efforts in almost the same way that a 
uniform identifies the soldier, sailor, marine, 
or airman o 

In the case of many defense contractors, some of 
the advertising is undertaken at the behest of, 
or in coordination with, the public information 
services of the military departments and supplements 
the programs undertaken directly by those military 
agencies, including recruitment and training programs*, 
Advertising of this type is directed toward building 
and maintaining pablic confidence in the efforts 
taken by the Defense Department to preserve our 
national security and the parts played by the 
companies in those effort So To the extent that 
military security requirements permit, military 
products are widely used in sach' ad-^ertising, but 
obviously are not offered for sale to the public, 
nor are they tied-in to 8x1^ sales activityo 

One of the objectives of such advertising is the 
building and maintaining of public confidence in 
the speed, safety, dependability, and econonj'^ of 
air travel and air freight in general© 

To the extent that advertising stimulates the use 
of airplanes, it is possible to develop and manu- 
facture newer and better airplanes^ Experience 
shows that, in m©st cases, the Government has availed 
itself of the oppo2rtanity to procure these newer 
and better airplanes for Government use after the 
design and development of the cammercial versions had 
taken place o In these cases, the Government benefitted 
materially from buying the planes at lower prices 
than would have been the case had not the commercial 
articles been manufactured o 

Another point that should not be overlooked is that, 
over the long-haul, the Government has been the 
principal customer of the aircraft industry in 
peacetime and during emergency periods o Therefore, 
advertising programs within the aircraft industiy 
are planned on the basis of this fact, and the 
allowance of a prorata portion of such advertising 
as a cost of performing Gover^nment contracts would 
not constitute a ^windfall by spreading the costs 
of advertising over a base which has been temporarily 
esqjanded by Government contract work not normally 


expected to share in these costso 


In the aircraft industry, advertising is not a 
, "selling" expense* It is a general administrative 
expense incurred for the conduct of the whole business 
and should be recognized as such* in any cost 
principles, subject to the test of reasonableness, 
based upon the total advertising expenditures of 
the particular company • Having thus established 
a reasonable total figure, advertising expense 
should be allocated to all contracts on an equitable 
basis - e^go basis used for other general and 
administrative e^enseso 

(2) Help wanted advertising, as set forth in paragraph 15-20A*33 


l5-20Uo2 BAD DEBTS <► Bad debt expenses consist of losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other customer claims, 
and include collection expenses and related legal expenses. These costs are un- 
allowable o 


Reason: (l) The phrase "and other claims" is subject 
to broad interpretation and could, for 
instance, be construed to include uncol- 
lectible claims against vendors, uncol- 
lectible employees' accounts and similar 
items which are a normal part of doing 
business. It is believed that the sug- 
gested addition clearly defines the terra 
'^bad debts" as debts incurred by customers 
onlyo 


15.204.3 BIDDIHG EXPENSE. Bidding expenses are the costs of preparing bid 
estimates on potential contracts or projects, including the development of 
engineering and cost data necessary to support the contractor's price proposal 
or estimated cost of wrk performance. Bidding expenses of the current accounting 
period of both successful and unsuccessful bids normally will be treated as 
indirect expenses and allocated currently to all business of the eontrtetor, in 
which event no bidding expenses of past aceou'itlng periods will be chargeable 
to the Government contract. However, the contractor's established practice may 
be to treat bidding expenses by some other recognized methods Regardless of the 
method used, the results obtained may be accepted only if found to be reasonable 
and equitable. 


15-201^.4 CAFETERIAS, DDJINO ROOMS, AMD OTHER POOD SERVICES. This class of 
expenses consists of cost, less revenue, of operating or furnishing facilities 
for cafeterias, dining rooms, sales stores, canteens, lunch vagons, vending 
nachlnes, or other types of services for contractors employees at the contractor's 
facilities. Profits accruing to the contractor from the operation from these , 
services whether operated by the contractor or by a concessionaire, wlU be 
treated as a credit to costs of all production within the contractor's plant 
In which the services are fuml^shed, except for services from which the 
profits are Irrevocably set over to an employee welfare organization of the 
contractor in amounts reasonably useful for the benefit of the employees 
at.tke-bU.leeatien, Reasonable losses from operation from such services are 
allowable .^AeE-it-is-deteMiHed-that^tke-eea^yaeteF-is-tEWiHg-ie-ep 
seFviees^at-ne-less-eF-pafsfit. The gains or losses fi-om these services must be 
appropriately allocated to all ^activities benefited including CSovernment contracts • 
Whea-sueh.ee»vteeB.aFe.iHten44enally-fuFaished-a*.a.l0SB.te.the.^ 

eE-8ueh.epeFatieE-vill-Eet.be.allewed.aB-a.ee8*y-Hnle8s-aHtheFtBed-by.sp 
eeEtFaet-pFevisieEv 

Reason: (l) For purposes of clarlficationo 

Employee welfare organization may 
encompass more than bid locations 
and, likewise, work may not be 
perfonned at bid location* 

(2) The prime purpose of operating such 

serviciss is for the employees' benefit. 
The net cost of such services properly 
falls , in the category of 15-20^10, 
Employee Morale, Health and Welfare, 
it is normal to operate such services 
at a reasonable loss, as the contractor 
usually has to pay higher wages than 
similar commercial operations, whereas 
prices charged must be coxr^arable or 
less if the prime purpose of offering 
such services to employees la to be 
accomplished. 


15.20U.5 CIVIL DEFENSE* Civil defense costs are those incurred in the planning 

for and the protection of life atod property against the possible effects of 

enemy attack. These costs are generally incurred pursuant to plans developed by 

local and state civil defense authorities. Examples of civil defense costs 

include cost in excess of normal plant protection expenses and may consist of 

first-aid training and supplies, fire fighting training and equipment, posting 

of additional exit notices and directions and other approved civil defense measures. 

Reasonable costs of civil defense measures undertaken on the contractor's premises 

pursuant to suggestions or requirements of civil defense authorities are allowable 

when allocated to all vork of the contractor. In the case of capital assets 

acquired for civil defense purposes the costs thereof vlll be depreciated over 

a reasonable number of years in conformity with generally accepted accounting 

principles. Except as specifically provided in the contract or as may be 

approved by the contracting officer, contributions to local civil defense funds 

or projects not on the contractor's premises are unallowable. 

Reason: (l) Contractors are obligated to con- 
tribute to community expenditures 
for Civil Defense to provide protection 
for the coxnmunity at large. It is desired 
to Incorporate the suggested revision in 
order that the reasonable costs of such 
obligatory contributions, where not 
specifically provided for in the 
contract, can be approved by the 
Contracting Officer. 


.. 15-204^6 COMIENSATION FOR PERSONAL SERVICES o 

ao This item Includes all rexmineration mid or accimod. such as bomses^ 

(1) 

aaXnrljeSj vages^, ;lnGentive and deferred conipensatlon and frlzige benefits for services 

rendered to the contractor by eniployees as well as fees paid to directors and committee 

(2) members o Sub je e t'-t o -' gpee jrft e l imi ' b at iong oet fea^fe-heretas^er ^ ou eh Such costs are 

alloimble when the total compensation Is reasonable In light of the services rendered o 

Reasons (l) The definition of compensation should Include 
all the various elements of compensatlono 

(2) Compensation^^ if reasonable should not be limited 
to mechanics of payment* 

bo Generally^ the amount of compensation established by the contractor will 

be considered commensurate with the services rendered* However ^ compensation of 

individuals such as corporate officials p directors ^ executives ^ department heads ^ 

partners and sole proprietors may be subject to special consideration and limitation 

as to allowability for contract cost purposes where amounts appear excessive* Some 

situations which may give rise to excessive coxopensation are where (i) the individual 

or member of his immediate family owns or is committed to acquire a substantial 

financial interest in the contractor's organization; or (ii) ownership of the cpn- 

(1) tractor is limited to a small cohesive groupye g; {i ll) the 'wlume of Gwegiune n ti e e n^ y aet a 

e ompen o ati o a o 

Reasons (l) This clause is discriminatory and susceptible 
to an adverse Interpretation in the case of 
defense contractors* 

(l) ' -Th c " eeot of ojp ^ie RS 'i ^ T ^ i ^^ eoppeyatlon 

g ramted em pl eye e g^ ifl'^Bo t '-al lwable '^qo - o^ 

Reasons (l) Compensationp if reasonable p should not be 
limited by the methods of payment thereof* 
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(1) d« 8 B: b j ee' h'"''fai a '^ i 5 e " pg o viBi e n& "'» :F tmbporagraph g^' - belwy bozaifle a Bonuses 

to employees, o uoh a a pr o d u e ^og including but not l imited to incentives «r ocif e t y 
ewa9*ito based on cost reductions or efficlPJit pftrformaneep auggestton a w ardsp and 

safety awards t. but not Including amounts paid undar compensation pIahh nnntAr,a^T&. 
upon profit as defined In subparagraph en ^*^?rep,f r represent a part of their total 

(2) conpensation and are allowable when jappropriately allocatedy-i* to the extent they are: 

(3) (1) Paid pursuant to an exms leijgtte agreement entared ^nto in yood 
faith between the contractor and the employees before the services are rendered or 
pursuant to an established plan consistently followed by the contractor which constitutes, 
in effect an implicit agreement on the part of the contractoro 

U) (2) fieaooa ab l o ia agWfggffey Total emplovea nomnftpaatlon Is raftflOTifth;!^ 

nmnnnt. fgr such seryloesn 

(3) Paid for current services actually rendered by employees. 
.(5) — A v a i lable te al^-e^gyeg»-cf-'fei>»-»e»fera e'» e g er all emp l ey e a » 

(5) iillowable as an ordinary or necessaxy business escpense for tax 


purposes. 


(6) 


(6) Not restricted as to e;Li(^b^),3^'tfY to officer or other employee 
stockholders or aa^e not distributed on the basis of stockholdings o 

Reasons (1) Without the suggested change, the provisions of 
this subparagraph are discriminatory in the case 
of defense contractors p There has been Injected 
into the DOD draft of the proposed revisionp by 
the reference to subparagraph e(2)(iii), a statement 
that bonuses to employees p such as production 
incentives and suggestion or safety awards", even 
though reasonable by the usual standards, shall 
aat "be fully allowable^ unless the contractor has 
75 percent commercial business, taking into account 
the contract in questlono This results in a direct 


blow at the aircraft Industry p since none of the 
strictly aircraft congjanies could conceivably 
qualify; while concerns in industries whose business 
it not PEiiaa£i2a: with the Government can establish 
such plans and include the costs thereof in all 
contracts p Government as well as commercial <> Thus^, 
such concerns are encouraged to engage in proselyting 
and pirating from the aircraft industry its best 
management and technical talent e * It should be noted 
that the disallowance of this type of compensation 
also affects all bonus and contingent plans and 
explicitly outlaws **pr eduction incentives and 
suggestion or safety awards c" A policy indicating 
that the Government wants neither incentiviBSp 
suggestions p nor safety is not under st pod o 

(2) . The use of the word «if at this point indicates that, 

should the total payment be considered not to be 
reasonable in amount p the entire payment will be 
disallowedp whereas p the intent should be clear that 
only the excess over and above what is considered 
to be reasonable would be subject to disallowanceo 

(3) The term %rms length agreement is subject to broad 
and variable interpretation when applied to specific 
transactions o 

(4) Clause numbered (7) of the draft has been inserted 
as clause number (2) as more expressive and also 
as a means of avoiding repetitiono 

(5) This provision is subject to a variety of 
interpretations as to what constitutes an unreasoxxable 
restriction of the application of the particular 

type of cpmpensationp 

(6) It is conceivable that all persons eligible would 
be officers or stocldiolders without that fact 
being the basis for payment of this type of compen- 
sationo The suggested insert would.p it is bellevedp 
clariiy this matter* 

(7) This clause has been deletedp since it is suggested 
that it be substituted for clause (2) above* 

eo Pref it e ha3fln g pl a a^ CompensatiQic^ plans eontii^gept lipon profit. 

(1) As used herein psr e fi* ' ghag teg a Qomper^sation plan contingent upop 

profit is construed to be any. plan (immediate or deferred « regardless of method of 

payment or participation) which includesp in whole or in partp a formal sharing of 

profits or is in any manner measured byp dependent uponp or contingent upon profit* 


(1) (2) The cost of 393?d^&%«6teeY45sg any such plans shall be allowable under 
the following conditions; 

(i) Compensation payable iinder immediate distribution plans is 

(2) allowable subject to the criteria set forth in subparagraph dc above a a d g bek wp 

(ii) Employer contributions under deferred distribution prefix 

(1) ©ha3?i»g-pift»© compensation plans contlq^ept upon pyo^tr *o be allowable costs, must 

(2) meet all pertinent conditions set forth under, subparagraph do above aasd gB below <>and, 
if subject to Internal Revenue Service consideration must have their approvalo She- 

(3 ) eg gg y eveg pgw iroirea»-e^"^-'-!Peg&^ 

eQg rt riha <) l eag-«Bdey-^ pge f H> ' ah a gl ag-paftag-eh tt l l n e t be 

ye e egntg ed f e y - Go y egg i nont " e ea tg je Krt »-"ee gt -d e <> ey i il»M Forfeitures of non-vested 

(A) benefits under gasii d-pgedP&VehdPteg plang. will be ^ ^ y ea ^ e d -' te -^ tt eee gdaaee l Ath th e 

QQBtB currently allpQablso 

(5) 4fe i i ) l i t h e^-^Bia^^aeee^f-^^^ w it h 

aoa govey aae g b ol ette tomay o ^ t he-ge^ ga m e at^o- Q Hee a b l o p hag e e f the f^aymeat e uadey th e 
e entga et e j^e- p l o a oha ll b e a 3Ae«ftbie » - H ewweg ^ -where t h e b a o lae ge ef -th e e entg aeteg 
fe » l e o o t ha a-y g^ - w t t h-He n geveg mea / boi ^^^ w g eveg g taaea t " Vl li aeeep t- j ? eg 

yaysaaat-ealy-ttet-pegttea^ e hog e-vh ie h gero l t e 4 a ' the pgyneat ef C ^jt 
ef the-ea a t g aete g^0 - t eta3r- p 6 ym e ate "iag^ p gef tt eh ar fa^-pteaie^ — gh^-g a t ie e f 
geyeg moat t e aea -gerega m e ata l-' bi ie iae^g- '- g^ be d e tegataed e a 't he - baei fl ef e alee 
i^sae inB the eeatg a e te g^ "f 4oa a5?" peg ' i 'ed '- tQ^^Mft h p!y ft jP* . -hu. a k <»qafTii g. ,, 4 . p i|B>g i 3 . ti^iti ^ 

Reasons (l) To more properly identify those conpensation plans 

which ^are ^intended to be covered under this paragraphe 

(2) See suggested deletion of subparagraph go 

(3) The regulations of the Internal Revenue Service, 
have for many years permitted companies to pay 
into qualified plans more than the TngyiTngyn amount 
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for which tax deductions were available that yeaPp 
with the UBder standing that the excess could be 
clalined in a future year© This has induced some 
companies to accelerate payments into their plans 
in reliance upon this provislonp instead of 
holding the mon^, idle until the year in which 
the deduction was available o The proposed draft 
outlaws this practice and says that such a company 
will never have such payments recognized as a part 
of the contract cost* This is unjust o 

(4) The effect of forfeiture undeir plans of this 

type will be so infinitesimal that it is considered 
unwise to require special agreements with respect 
thereto o 

(5) Amounts paid under such plans are a part of the 
employee's compensation for services rend.erede The 
allowability of such costs should be determined on 
the basis of reasonableness ^ and not on the basis 
of the amount of business a contractor is or is not 
performing for the Government o To restrict the 
allowability of such costs on the basis of the 
percentage of business ; being performed for the 
Government is not only: arbitrary but is discrlminatoryo 
The inclusion of the wording under subparagraph 
e(2)(iii) penalizesp without Justification^ those 
companies which devote, substantially all of their 
efforts to the defense' of the natlono 

The allowability of th6 cost of compensation for 
personal services p whether such compensation be in 
the form of salaries p wagesp bonusesp payments under 
profit sharing plans p or fringe benefltSp if reasonable 
in light of the services rendered, should 
unequlvocably be allowable p regardless of the amount 
of business the contractor is performing for the 
Government « 

Incentive plans fluctuating with or dependent upon 
profits are particularly appropriate to the aircraft 
industry. This fluctuating industry cannot afford 
the fixed salaries which would keep its cost high 
when business is low^ Likewl sep obligation for a 
retirement program may often be nade dependent upon 
profit Sp since some contractors cannot incur a 
fixed charge when business declines o Besides 
providing cost-cutting incentives p a plan related to 
profits automatically reduces condensation when the 
volume of business and related Tesponsibilities 
declineo. Such a reduction in compensation in the 
light of the lesser responsibilities conforms 
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perfectly to the existing standard o However^ the 
new draft says that reasonableness is not enoughs 

The incentive plans of many aircraft conipanles have 
. ©ther features designed to cut costs o Many defer 
payment of a part of the compensation^) so that a 
modest e3q)enditure will hold personnel through the 
troughs in business^^ build stable employee groups 
and prevent wasteful migration from employer to 
emplcyero 

f • Stock bonus plans e Stock bonuses v hi - e h -a ye aei) - dioa l^wedH^r-4rhe 

^bparaggaj^e ft a b w e are acceptable as a form of coaqDensation, and the 
costs thereof are allowable subject to all conditions pertinent under subparagraph do 
above and g bel aw and provided thev meet the following requirement ss 

(1) The valuation placed on the stock for the purpose of calculating such 
cost must be computed on. a sound basiSo 

(2) In the case of unlisted stock having no current market p the contractor 
BBist demonstrate the values asczlbed thereto are fair and reasonable e 

(3) Bonuses paid in the form of previously unissued stock of an affiliate 
will not ordinarily be allowed unless it can be demonstrated that there exists a bona 
fide agno l e ngth agreement and the values ascribed to such stock are fair and reasonable^ 

(4.) Claims for accruals of condensation under a stock bonus arrange*- 
ment prior to acquisition of stock by employees will not be allowable unless arrange- 
ments are made for appropriate credit adjustment of costs in the event such stock is 
not acquired by employees e 

Reasons (l) To simplify and correct cross references and to 
recognize deletion of subparagraph g^* belowc 

(2) Term "arms-length" when applied to this situation 
seems superfluous andp further, is subject to broad 
. and variable interpretation when applied to specific 
transactions o 

aggreg at e f o r ea c h part i eipatin g'^-eBap l e ywy-^ g^og-the b ag s ie ee m pc no at io n p a id er 
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Reasons (l) Since the compensation structure of various 
companies provides for the utilization to 
varying extents of bonuses and profit-sharing 
plans in the determination of total conqpensation, 
the existing language imposes luire^sonable and 
arbitrary restrictions^ It is submitted that 
the provisioiis of subparagraph d(2) above, in 
regard to reasonableness, are adequate for the 
protection of the interests of the Government 

h. The determination of allowability of the cost of pension and retirement 

plans, training expense, overtime, extra pay and multi-shift prendxans and other 

(1) fringe benefits will be in accordance with paragraphs 15-204e27, 15 a04i43| 15--20Z..A2 > 

15-204.«25, and 15-204.^1^ respectively© Ai3y form of compensation to an eniployee not 

specifically mentioned in this part 2, in addition to those set forth in this paragraph, 

will be given consideration as a part of total coiiQ)ensationo 

Reasons (l) To correct typographical error in paragraph nuinber 
reference for ''Training Expense"© 
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15 o 201^. 7 CONTIKGENCrES. This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurence cannot be foretold with 
certainty as to time, intensity or even an assurance of its happening. These costs 
are not allowable. (For self • insurance programs see paragraph 15-204.16). 


15-201^ -8 CONTRIBUTIONS AND DONATIONS. Contributions and donations to established 
nonprofit organizations, such as religious^ charitable, scientific, and educational 
organization s f which are recognized as such by the Treasury Department j are 
allowable provided that such costs are reasonable and are properly allocated to 
all work. 

The propriety of the amount of particular contributions and donations and 
the aggregate thereof for each fiscal period must be Judged ordinarily in light 
of the pattern of past contributions, particularly those made prior to the placing 
of Government contracts. Th6-ameHR%-ef-ea8k»ai±Gwab±8-eeAtFibHti6R-mHst-be 
de&ue t ibie -iPe?-pH?pe se e -ef -Fede?ais - iEeeme taxr ^-but - the - 
tributi0R-fey-toeew-tax-pu?p6ee6*dM6-Re4-iR-it6elf-^Hfl4ify--it^ 
a-eeHt?a6%*6e6tr 

Reason: (l) Contributions which are recognized 
for income'^tax purpose e should be 
' allowable^ subject to the usual tests 
of reasonableness and allocability. 


15.20lf.9 DEPRECIATION. 

a. Depreciation as described herein is a charge to current, operations 
intended to distribute the cost of tangible capital assets, less estimated 
residual value, over their estimated useful life in a systematic and logical 
manner • It involves a process of allocation, not of valuation* Useful life has 
reference to the prospective period of economic usefulness in the particular 
contractor's operations as distinguished from physical life. 

b* Depreciation on a contractor's plant, equipment and other capital 
facilities is an allovable element of contract cost, provided the amount thereof 
is based upon original acquisition cost. Depreciation will be accounted for by 
consistent application to the asset (a) concerned of any generally accepted 
accounting principles and should usually be allocated to the contract and other 
work as an Indirect cost. The amount of depreciation charged in any accounting 
period may vary vith volume of production or use of multishift operations, 
provided the method followed is consistent with basic objectives set forth in 
subparagraph a. above. 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for eontraot poj 
fermftnoQ standby purposes. 

Reason: (l) This is not a proper test inasmuch 
as facilities are usually retained 
in a standby condition for future 
overall defense production purposes, 
which generally are not identifiable 
with the performance of any specific contracts. 

d. Unless otherwise provided In the contract, no use charge will be 
allowed on assets still in use lAlch have been. In accordance with the contractor' 
consistent accounting practice, fully depreciated on the contractor's books of 
account. 


e. Where the contractor has applied for and received a determination 
of "true depreciation" from an Emergency Facilities Board covering emergency 
facilities acquired under certificates of necessity, the amounts so determined 
for "true depreciation" over the emergency period (5 years) will be recognized • 
In lieu of normal depreciation. After the expiration of the emergency period 

(1) for the facilities anwnnwinnri irtin»n n H-^y^ p a o pr oo lfBtlon" hao 
t o a w - a a do covered by certificates of necessity issued under Section 12kA of 

the Internal Revenue Code of 19^ 9. vhere normal depreciation or "true depreciation" 
has been used for co ntract costing , the remaining undepreciated portion of the 
cost of such facility not previously alloyed as a contract cost vill be 
depreciated over its remaining useful life and will be the only amount recognized 
as allowable cost, subject to paragraph 15-204.12. The contractor may. elect to 
use normal depreciation rather than the '^true depreciation" as determined by the 
Emergency Facilities Board. However, the method chosen after such determination 
of "true depreciation" must be followed consistently throughout the life of the 

(2) emergency frrll 1tT riin ^ facility on which such election was made^ 

Reason: (l) To more. clearly set forth Contractor's 
right to include as contract cost 
after the end of the emergency period 
the undepreciated portion of the cost 
of such facilities not previously 
allowed as a contract cost irrespective 
of whether normal depreciation or tr;ue 
depreciation was used for contract 
costing; during the emergency period. 

(2) The existing language could be Interpreted 
to require that the contractor make 
an over-all election to take either 
normal depreciation or "true depreciation" 
on all facilities on which a determination 
was received from the Emergency Facilities 
Board. The suggested wording clarifies the 
intent of the section, which is that such 
election is made on each facility for which 
a true depreciation determination was received. 
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15-204.10 EMPLOYEE MORALE, HEALTH AND WELFARE. Included in this category are 
(1) expenses of health, recreational ^ and welfare activities Incurred for the 
Improvement of vorklng conditions and the Improvement of employer-employee 

(1) relations, employee morale ^ and employee performance. Examples of these 
activities are house publications, health or first-aid clinics, and employee 
counselling services. These costs are allowable when Incurred in accordance 
with the contractor's established practice or custom in the Industry or area 
and are reasonable and equitably allocated to all classes of work perfonned in 
the. contractor's plant. Income generated from any of these activities will be 

(2) credited to the costs thereo f, unless such Income has been irrevocably set over 
to an employee welfare organization* 

Reason: (l) The existing language may be subject 
to a restrictive interpretation by 
government administrators and audit 
personnel. It is believed that the 
' revision suggested above will do much 
to clarify the Intent of this paragraph. 

(2) Most union agreements provide that the 
above shall be accomplished. Other 
companies have this in effect as a result 
of policies established "prior to inception 
of CPFF contracts. Also, suggested change 
Is consistent with statement contained 
in 15-204.4. 


15-20J*.ll ENTERTAINMENT EXPENSE. This Item includes the cost of amuaeBent, 
diversion, seeiai-astmtiee and incidental coats relating thereto, such aa 
meals, lodging, rentals, tranaportation and gratuitlea. Theae coats are 
unallowable . 

Reason: (l) The use of general terminology, such 
as "social activies," could create 
a conflict with the provisions of 
15-20l^.lO and 15-20U.lH. 


15*20l^.l2 EXCESS FACILITIES, This item Includes the cost of maintaining and 

housing Idle and excess facilities, except those reasonably necessary for 

(l) eentFaet-perfeFBaaee standby purposes. These costs are unallowable. The 

costs of additional plant capacity reserved for defense pi-oductlon shall be 

the subject of a separate contract. 

Reason: (l) This Is not a proper test Inasmuch 
as facilities are usually retained 
In a standby condition for future 
overall defense producticn purposes, 
which generally are not Identifiable 
with the performance of any specific 
contracts. 


15. 204. 13 FMES AND PENALTIES. Included in this item are those costs resulting 
from violations of, or failure of the contractor to con?)ly with, local, state 
and Federal laws and regulations. These expenses are not allowable except 
when incurred as a result of compliance with specific provisions of the contract 
or instructions in writing tram the contracting officer. 


15-204,llf FRINGE BENEFITS. Fringe benefits are allovances and services 

provided by the contractor to its employees as coinpensatlon In addition to regular 

vages and salaries. 

a. The determination as to the allowability of the cost of pension 
and retirement plans, profit sharing and other bonuses, and severance pay will 

be In accordance with subparagraphs 15-201^.2?, 15-20lf.6 and 15-204.38, respectively. 

b. The cost of other ftrlnge benefits such as pay for vacations, holidays, 
sick leave, military leave and employee Insurance (but see subparagraph 15-20V.l6e) 
Is allowable to the extent required by law, employer-employee agreement, or 
established policy of the contractor that constitutes. In effect, an iii5)liclt 
agreement on the contractor's part. 


15-204.15 INITIAL PRODUCTION COSTS. Initial production costs, known also as 

"starting-load costs" are non- continuing costs that arise in early stages 

of production because of the contractor's lack of experience with particular 

inaterialB, manufacturing processes or techniques involved. Such costs may 

(1) eensist-ef include excessive material costs resulting from abnormal scrap losses, 

excessive direct labor costs and related overhead resulting from idle time due 

to testing and change in production methods, cost of training employees, and 

excessive defective work due to inexperienced labor. 

While initial production costs are allowable, the contractor will be 

expected to work actively to minimize or eliminate them as rapidly as possible. 

In cases where these costs continue to an unwarranted extent after the contractor 

has been allowed reasonable time to learn to make the product efficiently, the 

excessive costs will be subject to disallowance. 

Reason: (l) "Starting-load costs" do not necessarily 
"consist of" only or all of the costs 
mentioned in the second sentence . 
Accordingly, therefore, the word "include" 
is considered to be more appropriate. 


l5-20ii»l6 INSURANCE AND INDEMNIFICATION 

Sic Included under this item are (l) those types of insurance which the 
contractor is required to carry under the terms of the contract, or by specific in- 
struction of the contracting officer or his authorized representative, and (2) any 
other insurance for which the contractor seeks reimbursement under the contracto 
The kinds of insurance ordinarily included in the first category are set out in 
ASPR 10-501* 

bo Costs of Government required insurance are allowable within the limi- 
tations as to the extent of coverage and premium rates approved by the Government ♦ 
Costs of other insurance, except that applicable to Government -owned property, are 
allowable provided 4l)-*h6-iRStt?aHee-he&-beeH-ej9pi»eved-by-%h©-miii'fe©py-€[epasf*mea% 
(l) e©neeraed-ep-f3^-iH--fehe-ebseHee-ef-&eeh-appFev&i-peqttipemeH*5' the types of coverage, 

extent of coverage, and rates are reasonable under the circumstances o Costs allowed 
for use and occupancy insurance, however, will in principle be limited so as to ex- 
clude coverage of profit, interest, federal income taxes, and any other items of 
expense unallowable under this parto 

Reasons (l) The cost principles should be limited 

to the bases for determining the allow- 
ability of costs and should not attempt 
to prescribe procedures which more pro- 
perly fall within the scope of the con- 
tract insurance clauses^ Also, to make 
it clear that, whether approval is or is 
not required, the allowability of such 
insurance costs (and the approval of the 
insurance if and when approval is required) 
is to be determined on the basis of the 
reasonableness of the types,, extent, and 
rates of coverage* 

Co The costs of insurance or any reserve covering the risk of loss of or 
damage to Government -owned property are not allowable except (i) to the extent that 

(1) the Government may have approved or required the contractor to carry such insurance 

(2 ) or (''ii)to the extent that the Government does not by contract provision relieve 
contractor from liability for damage to or loss or destruction of Government property 


arising by reason of risks against -which insurance may be procured o 


Reasons (l) In many instances while the Contracting 

Officer will not require certain insurance 
coverage, he will approve such insurance 
coverage upon demonstration by the contractor 
as to the necessity or desirability thereforo 

(2) In certain instances the assumption of risk 
of loss from certain causes by the Government 
under contract provisions may leave the con- 
tractor with risks which are so substantial 
that it is prudent to insure against liability 
for such riskSo In these instances it is be- 
lieved that a contractor should not be prohib- 
ited from purchasing insurance covering the 
insurable risk that the contractor has in Govern- 
ment property* 

do The costs of a self insurance program are allowable provided the program 
has been approved by the military departments concernedo Actual losses sustained 
under such a self -insurance program are not allowable o 

eo The costs of insurance on the lives of officers, partners or proprietors, 
are not allowable except where such insurance is part of aa employee plan which is not 
unduly restrictedo 

f o Losses resulting from failure to insure (through self insurance or 
otherwise) against a contingent loss or damage, where a reasonably prudent business 
organization would have insured against such loss or damage, are not allowable « 

g. Cost of indemnification will be allowable only to the extent expressly 

(l) provided for in the contract or as approved by the contracting officer ^^ 

Reason? (l) Contractors may incur costs over the period 
of contract performance by reason of agree- 
ments of indemnity given others in the normal 
course of purchasing, leasing, borrowing, or 
using real and personal property or the ser- 
vices of others, which costs are not reim- 
bursed under contractor's insurance programo 
Since it is not known at the time a contract 
is entered into whether it will be necessary 
to incur costs in connection with indemnify- 
ing other parties, and since the costs are of 
a non-recurring nature, it is desirable from 
an administrative standpoint to provide for 
approval of indemnification costs by the 
Contracting Officer* 


l5-20li.l7 INTEREST AND OTHER FINANCIAL EXPENSES. This item includes interest paiel 
ep-»eereed-(pegapd4es&-ef-^he-fiatii3?e-ef-^he-eblig&t^ . 
i»te?es*-ee&t) on borrowings (hoi/jever represented)^ bond discount and expenses, and 
the cost of financing and refinancing operations as well as legal and professional 
fees paid in connection with the preparation of a prospectus, cost of preparation 
and issuance of stock rights and expenses related theretoo (See also l5-20Uo2ii)o 
These costs are unallowable eKeepi&-£ea?-ift*ep©0t-esBe8aed-by-S%e*©-ep-l©ea4-^a3&Rg 
ettthepi%ies-i4Hdep--fehe-eeRditieH8-&et-fep^h-iH-SHteperagpapk 

Reasons (l) ifts a matter of equity, interest on tax 
deficiencies (other than Federal Income 
and Excess Profits Taxes and taxes in 
connection with financing, refinancing, 
or refunding operations) should be an 
allowable item of costo In addition, 
there may be interest on other claims 
against the contractor that should be 
allowedo % limiting the specific dis- 
allowance to interest on borrowings 
(however represented) , contractors are 
given the opportunity to seek reimburse- 
ment of other interest on its meritso 
Moreover, the suggested change is in 
accord with Section XV, as now in effect o 


15-20lf.l8 LABOR RELATIONS. This item covers expenses incurred in maintaining 
satisfactory relations between the contractor Sjiid his employees. It includes 
the cost of shop stewards, labor management committees, employee publications and 
other related activities. Costs incurred for these purposes are allowable. 


15-20lf.l9 LOSSES ON OTHER CONTRACTS. This Except for participating research and 
development contra cts, this item covers any excess of costs over income under any 
and all other contracts, whether such other contracts are of a supply, research 

and development or other nature. Costs of this nature are now allovable' as a 
cost of performance of the Government contract. • 

Heasons (l) To prevent the dlsallovance of the 

costs not paid for under participating • 
research and development programs 
vhere it is intended that the amounts ' 
reimbursed under the participating 
. ♦ ' programs vill not cover all of the 

cost of the programs* 


15-20lf.20 MAINTENANCE AND REPAIRS. 4«4~ This item includes those costs 


for the upkeep of property vhich neither adds to the permanent value of the property 
nor appreciably prolongs its intended life but keeps it in its efficient operating 
condition. These costs are allowable. Expenditures for plant and equipment which, 
according to generally accepted accounting principles^ should be capitalized and 
subjected to depreciation will be allowable only on a depreciation basis. Cost of 
maintenance. and repairs of excess facilities and of idle facilities (other than 
reasonable standby facilities) are not allowable* 

b»--»efeyyeA-mia«ema€e-4a-4ef4&eS-as-B&ia^e»aHee-and-FBpaiF0-whiek. 
fw-seae-yeas©&-8ttek-&8-abaeyml-©5GFs4i2^»eeE&44i6M.e».laek-6#-f^^ ^ 
ta.ft.f»«uye-peF4e4,,..Tke.e©s*.e#.Kaim*eHaES8-aR4.ye^^ 
#?9m-a.peFie&-pi»^®F.te.*he«e©K4y6€*.i8-ae^-&il®v&bie-^^^ 
#eF-i&.4ke-ee&4yaet».-itkew46ey-tfee-e8%i»ated-e9st-©f.miH*eM^ 
aepaaiiy-ye^ttAMA-but-aet-aeeemplisked-tayiag-the-peFied-ef^ 

be-&ilswe£-&g.&-ees*-URieBe-8peeifieaily.pp®vieleel.feF.iR-the-eeHtFaetv 

Reason; (l) In any operating plant and machine, 
there is usually some element of 
deferred maintenance, and a com- 
bination of engineering and management 
skills is necessary if undue wear^ 
plant breakdowns, or other undesirable 
results of less than maximum efficiencies 
are to be avoided o Management's decision 
to to when tb repair is usually based 
on whatever action, or Inaction, as 
to maintenance will produce a wftv ywi^^yyt 
effect on cost.. Deferred niaintenance • 
arises from such causes as (l) the 
inability to close a plant or part 
thereof, or remove a machine for 
repair without interferrlng with a 
production schediaej (2) the 
scheduling of periodic repair periods 
during which accumulated repairs and 
overhauls are made) (3) the relatively 
high cost of overhauling a single item 
as compared with the collective overhaul 
of a group of items during or following 
an operating period; and (t) the lack of 
need for future efficiency as in the case 


of an item which is to be disposed of. 
It is believed that military auditors 
and contracting officers will not be 
able to determine (a) deferred maintenance 
arising out of abnormal operating conditions 
and (b) when deferred maintenance has been 
delayed for a future period. The retention 
of subparagraph b. will, therefore, cause 
an increase in the number of "costs 
questioned" and can only result In 
prolonged Justification and argument 
and undue delay In settlement • 


15-204.21 MANUFACTURING AND PRODUCTION ENGINEERING. Manufacturing and production 
engineering includes the cost of engineering activities in connection with (1) 
current manufacturing processes such as motion and time study, methods analysis, 
Job analysis, and tool design and improvement and (2) current production problems^ 
such as materials analysis for production suitability and component design for 
purposes of simplifying production. These costs are allowable. Fer-pwpeM» 
e«-4i««rite«i«R7-e«eb ^ugh costs should ordinarily be i^vMe4-^B^.4w».ea«ege»i»»» 
4irMfee»e-wk4eh-4i»eeik^-beBe*i*-ft-e©»teae*r-a-pi^^«e4y-eF-ft-p»©dHe*-ii»e-a»4^i^^ 
4kese-eJ9eHsee-Wfeieh-aafeHfiet-eHb^©e4-te-*i»©e*-««e4i»gv--Ite«B-4»,ea*eg»^ 
be-ehapge«-4iiieo*iy-4©-*he-e©»toae*-e,-pM*ee*-©j^«ii»«a*ed-*©^Se-p»eiHe*^^^ 

p»e4He4-lift©»~e©e*©-4ii-©a*©g©i»y-(44^-ak©iad-b9-aii©©a*©4-t©-aii-b©a©«i*©d-w»pk 

distributed as provid ed In paragraphs 15^02 and 15-203 . 

^ . Reasons (1) The purpose of this suggestion is to 

provide consistency with the 
referenced paragraphs© 


15-20i!,,22 MTERIALS AND SUPPLIES « 

a. This item includes the costs of such items as raw materials, 
parts, sub-assemblies, components, and manufacturing supplies, whether purchased 
outside or manufactured by the contractor, and may include such collateral 
items as inbound transportation and intransit insurance. In computing materigds 
costs consideration vdll be given to reasonable overruns t spoilag^e, or defective 
work. These costs are allowable subject, however, to the provisions of subparagrah 
b through f belowe 

Reasons (1) The word ''net"^ sho\ild be eliminated as it 
may be construed so as to preclude the 
application of adjustments for discounts, 
rebates J allowances and credits through 
overheadp which is a common practice 
in industry t See recommended revision 
to subparagraph b below. 

(2) While it would appear to be the intent 
of the regulations to allow such costs, 
it is believed that specific reference 
to such allowability is desirable. The 
identical provision as suggested herein 
is now set farth in Section 15-202.1 of 
the present ASPR. 

b. Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits. Such income and other 
credits include trade discounts, refunds, rebates and allowancesvj^ 6ft©fe cash 
discounts available, and credits for scrap and salvage and materials returned to ; 
vendors. Such discounts, rebates, allowances and credits may be applied 
directly to the charges for materials Involved or may be apportioned through 
credits to indirect costs. However, where the contractor can demonstrate that 
failure to take cash discounts was due to circumstances beyond his control, 
or where it is the established practice of the contractor not to take certain 
discounts and such practice is approved by the Contracting Officer, such lost 
discounts will be allowed. 


Reasons (1) This language is necessary to 
provide flexibility in those 
cases where these items cannot 
be identified to specific material 
coats as evidenced by the fact that 
suclfi language appears in 15-202 ,1 of 
present Section XV. 

(2) In certain cases it would not be prudent 
to make payment prior to inspection and 
product qualification solely for purpose of 
obtaining the cash discount. Alsop in some 
cases it may be uneconomical to take 
discounts on invoices for nominal amoxints* 

Uhen materials are purchased specifically for aA4-^ieR44^&b]te 

&eieiy-wi^k-g»«3Pfiey«&»®®«»»dw a contract, and not issued from stock 

the actual purchase cost thereof should be charged to the contract « 

Reasong (l) The above revision is necessary in 
order to recognize the practice 
followed by many contractors of 
routing materials purchased 
specifically for a contract through 
stores and using a generally 
' recognized method of pricing such 
materials when issued from stores • 

d. If materials are issued from stock, any generally recognized 

method of pricing such materials will be acceptable, provided the method is 

consistently applied and the results obtained are equitable. Vhere materials 

in stock at the commencement date of the contract have a provable replacement 

cost significantly higher than book cost, the Contractor and the Government 

may 9 by contract provision, agree upon the use of a method of pricing based 

upon the fair value of the materials as of the date of the contract, but not 

in excess of replacement cost on such date. Such agreement should include 

identification of the types or kinds of materials involved and should be made 

at the time the contract is entered into and provided for therein. 


e. Reasonable charges arising from difference between periodic 
physical inventory quantities and related material control records will be 
included in arriving at the cost of materials, provided that such charges 
(i) do not include "write-downs" of values, and (ii) relate to the period of 
performance of the contract. All credit arising from differences between 
periodic physical Inventory quantities and related material control records 
shall be taken into account. 

f . Ordinarily sales or transfers of materials and supplies between 
plants, divisions, or organizations, under a common control, shall be stated 
on the basis of cost to the transferor. In the case of any item regularly 
manufactxired and sold by any such transferor through commercial channels a 
departure from this cost basis is permissible, provided that the price 
charged to the contract does not exceed the lower of (i) the transferor's 
sales price to its. most favored customer for the same item in like quantity 
or (ii) the prices of other suppliers for the san^e or substantially similar 
items. 


15-20^.23 ORGANIZATION EXPENSES. This item consists of expenditures in connection 
vdth organization or reorganization of a business. Examples of such costs are 
incorporation fee, attorneys fee, fees to promoters and organizers and costs of 
raising capital. These costs are unallowable. (See paragraph 15-20^.17). 


15-20ii.2ii OTHER BUSINESS EXPENSESo Included in this item are such recurring 


expenses as registry and transfer charges resulting from changes in ownership 

of secxarities issued by the contractor, cost of shareholders* meetings, proxy 

(l) solicitations, preparation and publication of aniiual reports to shareholders, 

preparation and submission of required reports and forms to taxing and other 

regulatory bodies and incidental costs of directors and committee meetings. The 

above and similar costs are allowable when incurred in reasonable amoxints in 

accordance with the contractor's established practices and are allocated on an 

equitable basis to all classes of work« 

Reasons (1) The use of the word ^^annual''^ in this 
paragraph could be strictly construed 
to laean that the costs of reports to stocl^- 
holders^ other than an annual report, are un- 
allowable* The issuance of periodic 
information, reports .to stockholders 
throughout the year is in accordance 
with established business practice • 
As an example, contractors are required, 
under certain circumstances, to 
issue periodic reports to stockholders 
in accordance with rules of the Securities Exchange 
Commission and other regulatory bodies* 
The clause in this paragraph which 
allows costs that are "in reasonable 
amount in accordance with the contractor's 
established practice^' is siifficient to 
protect the Qovernment^s interest. 


(1) 


15-20U.25 OVERTIMEr~iXSRA-FA¥-SHJF'&-AND-}®L'Ei-SHIF? PREMIUMS. This item consists 


(1) 


of the premium portion of overtime eHd-shift payments to employees o Such premiums 


(2) 


may be classified as either direct or indirect labor costs y-btt-fe-trhe-amettRt-af-eveFtime 


(2) 


ppemittm-sheHld-be-BepaFetrely-i€leH%ifiedr--^heH-eiireet-lab&p-eeat-i©-^^^ 


%pibH%i©H-ef-evepheed7-eveFtiffie-pFemittms-shaii-He*-be-iHelttdee[-*hepeiRy Cost of over- 


(1) 


time eftd-ahi^t premiums are allowable only to the extent expressly provided for in 


the contract or otherwise authorized by the Governmento See ASPH 12«102 for further 


information concerning the policy regarding such authorizationp The amount of over- 


(1) 


time a»d-&hift premium cost charged on Government contracts shall be equitable in re- 


lation to the amount of such costs charged on non-Government work being concurrently 


performed in the contractor'' s plant and the factors which necessitate the incurrence 


of the costo 


Reasons (1) The deletion of all references to "shift" 


premiums is suggested^ since present con- 
tract clauses provide the conditions under 
which overtime premiums are allowable but 
in most cases the contract does not provide 
a condition for reimbursement of shift dif - 
ferential or shift premium ^ All compensation 
including shift premium is subject to the same 
test of reasonableness as any other cost^ and 
the contracting officer is furnished with the 
necessary data to assist him in making his 
determinationo This does not require special 
contract provision* 

It is true that new proposed clauses for in- 
clusion in Contracts includes conditions for 
allowance of Premium Wage Compensation which 
is applicable to extra shiftSo However^ con- 
siderable objection to such a clause is being 
raised for good and sufficient reason;, and it 
is believed that some success will be realized 
and clause raay^, in final analysis, not be in- 
corporated in contracts o Thus^, inclusion of 
these words in this ASPR Section XV can only 
result in confusiono Also, the words are un- 
necessary even if clauses providing condition 
of reimbursement for extra-shift premium are 
incorporated in contracts as the contract pro- 
vision will always be binding, as it has in 
the pasto 



With respect to the suggested deletion in 
the second sentence and the suggested de- 
letion of the third sentence of this par- 
agraph, it is impractical to identify over- 
time premium in records without changing 
established accounting records and procedures • 
Objections have been made to the requirement 
that overtime premium must not be included 
as direct labor, under paragraphs l5-203<il 
and l5-203o2, and reasons are stated under 
those paragraphs* Objections have also been 
made to changing accounting systems which 
have been approved for recording costs under 
Government contracts under which premium pay 
is included as direct labor. 


(l) l$-2pUo26 PATENT EXPENDS. Included in this item are such expenses as amortization 
of the cost of purchased patents and all costs leading to the issuance of patents , 
as well as the cost of infringement investigation and litigation© Amortization of 
the cost of purchased patents applicable to contract products or processes is allow- 
(2) able. The cost of preparing dis©iesva»©&-aB-s!^qttip©d-fey-th©-eeHtya8t-»ad-ef-^^^ 
&ssigHm©Ht -aHd-ethei» -pap©y s-iR- eeHHe-etieH-witk-tke-f ilM 
tke-Sev83»HmeHty-aHd-aHy-^3EpeH&e&-iHeid©Rt-t©-pat©ats-iHeiapped-HpeH^ 
aHtfeePi&atieH-ef-the-eeHtpaetiHg-eifeeeFtr-sye-allei^ 

(2) aBd-€hapg©& and filing applications for patents and patent licenses as well as 
preparing disclosures and assignments to the Government as required by the contract 

(3) or by the contracting officer and all expenses incident to such subject j including the 

defense of patent infringement litigation^ are allowable <» Costs and expenses for the 

use of patents where the Government has a license or the right to free use thereof, 

are unallowable o The cost of research and development work leading to patents is 

treated in subparagraph l5-20Uo35o 

Reasons (l) The suggested insertion of the words "such 
expenses as" is considered necessary to 
avoid overly restrictive interpretations of 
types of expenses to be included under this heading© 

(2) The existing language would disallow the cost of 
preparing a patent application unless such appli- 
cation were filed on behalf of the Government oi^ - 
the written authorization of the Contracting 
Officer was obtainedo It is believed that the 
filing of patent applications by a contractor 
benefits production for the Government, even 

though the Government may not obtain any rights under 
the patents because, by obtaining a patent, a con- 
tractor avoids the necessity of eventually being 
required to pay a royalty to some other person who 
may obtain a patent on the sarae invention* Also, 
costs of" the Patent Department of a large manu- 
facturing company are a necessary cost to its over-all 
operation and should be considered one of the 
necessary costs of doing business « 

(3) inclusion of the words "including the defense of 
patent infringement litigation" is necessary in order 
to clearly set forth that costs incident to such 
defense are allowable whereas the costs of prosecut- 
ing such matters are unallowable under paragraph 
15-20U.30. 


6? 


1 


15-20it.27 PENSION AND RETIREMENT PUNS. 

a. A pension plan as used herein Is a plan which is established and 
maintained by a contractor primarily to provide systematically for 
the payment of definitely determinable benefits to his employees 
over a period of years, usually for life, after retirement. Such 
a plan may include disability, vdthdrfwal, insurance or survivorship 
benefits incidental and directly related to the pension benefits. 
•Such benefits generally are measured by, and based on, such factors 
as years of service and compensation received by the employees. 
The determination of the amount of pension benefits and the 
contributions to provide such benefits are not dependent upon 
profits. B©R©#i4fi-ase-»et-ei©^iRit6iy-de*wai»able-i«-#S4fti» 
a»4e4iiig-#a»«B-«e»Se4twea-©H-tepmiiiatieH-e*-Bepvi6e«-eji-eti»F 
B«a#e»-Bay-be-«ee#-4e-pp©v44©-4a«a«eaeee[-beHefi*B-fe»-th©-s»e««4Hiag 
pa»*4©4paa*e-4as*©a6-©5-b©4ag-sBed-4©-ji©iH©©-*fe©-aa©H»t-©f 
e©»4p4bH44eRB.by-«i)e.eBpiey©3P«- A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon 
retirement or over a period of years after retirement vdll be 
considered a pension plan, if, under the plan, either the benefits 
payable to the employee or the required contributions by the 
contractor can be determined actuarially. 

Reasont (1) Costs vmder a plan which has previously 
received the approval of the Internal 
Revenue Service and is otherwise 
acceptable should not be disqualified 
by reason of extremely remote 
contingencies recited in this 
preliminary definition. Adequate 
provision for the handling of credits 
has been made in subparagraph f . Detailed 
regulations of the Internal Revenue Service 
bave for many years permitted companies 
to make payments into plans upon which 


^0 


companies and their employees have come 
to rely* The proposed draft would 
outlaw valid established plans with the 
result that confidence in the premanency 
of such plans would be undermined • 

Pension and retirement plans which are subject to the approval of 

the Internal Revenue Service must have been so approved prior to 

consideration by the Military Department! however, approval of the 

plan by the Internal Revenue Service does not necessarily assure 

the allowance of the costs of such plan by the Military Department* 

Consideration of the plans will be the responsibility of the 

Department to which audit cognizance is assigned and the subsequent 

action taken by that Department will generally be accepted by 

the other Departments o In cases where the Internal Revenue 

Service withdraws approval of a plan, amounts allocated to 

contract cdsts will be withdrawn accordingly. Where pension 

and retirement plans of non-profit or other tax-exempt organizations 

are not required to be reviewed and approved by the Internal Revenue 

Service, it will be the responsibility of the Department to which 

audit cognizance is assigned to give consideration to the 

acceptability of such plans. 

The costs of acceptable pension and retirement plans, which are 
properly deductible from taxable income are allowable except as 
otherwise determined unallowable under this paragraph o The 
cost of retirement plans, which are based on profit sharing, 
shall be subject to paragraph 15-20iio6eo Costs of acceptable 
pension and retirement plans established by nonprofit or other 
tax-exempt organizations are also allowable except as otherwise 
determined under this paragraph o 


Pension and retirement costs constitute a part of the total 
compensation by a contractor to the individuals covered by the 
plan, and accordingly, are subject to the provisions of this 
section with respect to reasonableness of the total compensation 
paid to the individual for the services rendered • (See 15-20-4.6) 
The amount of the contribution subject to allocation as a contract 
cost will be limited to the maximum amount required to fund an 
approved plan, or the amount actually contributed, Awltng for 
the taxable year, whichever is the lesser • Tfee-eaPFyeve? 
p?e¥i©ieft&-.©fJ-*fe©-I»^ea?»&i-ReveR«e-6ede-wi%k.pes?©et«*e 
eeft*pibH*iefie-H»§ep-peHei©R-aH4-P64ii»eftefit-piaft&-ehaii-.He* 
be-Pe©egfiified-*ei^4he-pwpeee-e*-4©*eFmirfiiHg-ftiiewabi©-pe»&i©ft 
ani-a?e*ira?ea©»*-©©a*B-HR*ea»-SeveFHfte»4-eeft*?ae%eT 

Reasons: (l) Since amounts contributed may not 

always be "during'* the taxable year, 
for good and valid reasons, it is 
suggested that the word "for" be . 
inserted in lieu of the word "during^ • 

(2) The regulations of the Internal Revenue 
Service have for many years permitted 
companies to pay into qualified plans 
more than the maximum amount for which 
tax deductions were available that year, 
with the understanding that the excess 
could be claimed in a future year. This 
has induced some companies to accelerate 
payments into their plans in reliance 
upon this provision, instead of holding 
the money idle until the year in which 
the deduction was available. The proposed 
draft outlaws this practice and says that " 
such a company will never have such pay- 
ments recognized as a part of the contract 
cost* This is unjusto 

Credits which arise under pension plans from various sources, 

such as dividends and cancellation of employee benefits which have not 

vested at the time of termination of their employment, must be 

taken into account in an equitable manner in the determination of 

the allowable pension and retirement contributiono Special 

provision for these credits is usually necessary when the contractor's 


organization has substantially expanded for the performance of / 
military contracts and there is a reasonable expectation that the 
employment of a large number of the additional employees will be 
terminated upon curtailment of military work* Under these cir- 
cumstances^ it ijill be expected that an arrangement will be made which 
will resxiltp as nearly as may be practicable, in the Government's 
receiving the benefit of these credits to the same extent as 
it originally participated in the related costs* There are 
*we three general methods which may be used, individually or in 
combinationj^ in making such arrangements: 

(1) A lump sum or percentage discoiint of current pension costs 
negotiated and agreed upon in advance ,, _or taken into account in 
the actuarial studies used as the basis for the computation 

of pension plan contributions » Be^epaiAa44eA-e£-6uek-a3:3!ew6Aee 

b&Bed--HpeA-k»ew»-£ae^eP67-btt4-i^atke2»-4e«-aH--a44e£^4--^e-»eaek 

ft-Hege44a46d*agpeeffie»^-ae-4e-vax^4euB-H&e6Pta4»-eP-vapiabie 

fae46Pfi'«iA*^-eeffipiex-ei4Ha%4eR7 

Reasons (1) In some cases, the credit is fully 

and properly reflected in the actuarial 
studies on which the pension plan con- 
tributions are based. This has been 
done with the full knowledge and 
approval of the cognizant Government 
authorities. Therefore, this regula- 
tion should be revised to permit the 
continuation of this mutually satisfactory 
arrangement. 

(2) A retrospective determination at some time in the future when a 
more accurate estimate can be made by virtue of experience 
which may have developed. Until such determination, current 
costs, which should be net of current credits may be 

allowed provided an appropriate contractual agreement can be 
reached which reserves the Government's right to future credits. 


(1) (3) Where the contrac tor can demonstrate that reasonable D rovlslnn 

has been made for the effect of suc h reversionary credits in .his method of 
determining pension contributions, no s pecial provisinns fr^r these ■credits 
is required. 

Reasons (1) Methods used by some contractors to 
determine pension contributions take 
into account unusual as well as normal 
fluctuations in employment and are 
susceptible to review to so demonstrate. 
Methods used by other contractors to 
determine contributions may be found to 
be inadequate to provide for such 
fluctuations and may thereby make it 
necessary for the Government to require 
special provisions for reversionary 
credits. In such instances no 
particular methods should be prescribed but 
each ciase should be handled by whatever 
method is mutually agreed to be appropriate 
in the light of all the circumstances o 

g* The costs of lump sum purchases of annuities or of lump sum 

cash payments or periodic cash payments made to provide pension or retirement 

benefits for retiring or retired employees other than incurred under approved 

pension and retirement plans are allowable only to the extent specifically 

(1) provided for in the contract or as approved by the contracting officer . 

Reason: (l) It may be more practicable to 

obtain the specific approval of 
the Contracting Officer for a 
meritorious cost instead of trying 
to spell out the facts In affected 
contracts. 


t4 


15-204.28 PIANT fSfflTBCTlEffiN EXPENSES* Ihis item includes the cost of plant 

protection maiaiaiares suelk m wages of s^mc^j^ JTiremati^ Investigators, and related 

Biaparvisory and clerical personne l | su3>pliesy ex pemes^ and equipment of ^jrigrrlr 

plant protection organicatlon (uniforms, firearms, firefifi^tiiig materials, etc.), 

^ and depreciation on plant protecxion capital assets. For the .purpose <xf contract 

costing, these expenses are divided into two categories, namely ^ normal plant 

protection expenses and special plant protection expenses. Normal plant 

protection costs are allowable and are allocable to all work in the plant. 

Special plant protection costs which term refezs to an extension of the 

contractor's normal plant protection program are also allowable and allocable 

to specific Government contracts requiring special protection upon the specific 

direction mm or approval of the contracting officer. 

Reasons g (i) To include under this paragraph 

provision for plant protection in 
addition tc guards* Fire departments 
and investigation activities are 
inherent in plant protection 
responsibilities. Also, the supporting 
services of supervisory and clerical 
personnel are required in the 
administration of such matters,. 

(2) ; When contractor is directed by 
• contracting officer, there is no " 
need for additional approval. If 
approved by contracting officer, prior 
direction thereby should not also be 
reqxiired as a prerequisite to 
allowability. 


15-20ii.29 PRECONTRACT COSTS. Precontract costs are those which are incurred prior 
to the effective date of the contract and idiich would have been allowahle thereunder 
if Incurred after such date. Such costs will not be allowed unless' specifically set 
forth in the contract and may he limited to a period of time as weU as to the type 
and amount of such costs. 


15-201^.30 PROFESSIONAL SERVICES - LEGAL;, ACCOUNTING^, ENGINEERING AND OTHER, 

a. This item includes the cost of professional services rendered by the 
menibers of the particiiLar profession separately engaged* These costs generally are 
allowable when reasonable in relation to the services rendered and are not contingent 
upon recovery of the cdists from the Government. ■ ^ 

b. Factors to be considered (among others) in determining the allowability 
of costs in a particular case are: (i) past pattern of such costs, particularly in 
the years prior to the award of Government contracts; (ii) the impact of Government 
contracts on the contractor's business | (iii) the nature and scope of managerial 
services expected of the contractor's own organization; and (iv) whether or not the 
proportion of Government work to the contractor's total business is such as to 
influence the contractor in favor of incurring the cost, particularly where the 
senrlces rendered are not of & continuing nat\Sre and have little relationship to 
work under Government contracts • Retainer fees to be allowable must be reasonably 
supported by evidence of services rendered. 

c. The costs of legal, accounting and consulting services and related. 

expenses incurred in connection with organization or reorganization, prosecution of 

patent infringement litigation (except as provided for in 15-20U.26), unsuccessful 

defense of anti -trust suits brought by the Government ^ and the imsuccessful prosecution 

of claims against the Government are unallowable • 

Reasons (l) A broad interpretation of the language in 
the draft could res\Jlt in the disallowance 
of the costs of defending suits by private ■ 
parties under the anti -trust laws and the 
cost of successfully defending an anti -trust 
suit brought by the United States Government. 

(2) The costs of prosecution of successful 

claims against the Government are ordinary, ■ 
necessary and proper expenses of doing 
business and should be considered allowable : 
costs • 


15-20U.31 PROFITS AND LOSSES ON DISPOSITION OF PLANT, EQUIPMENT OR OTHER CAPITAL ASSETS. 
Included herein are gains or loBeee of any nature arising from the sale or exchange 
of plant, equipment, or other capital assets, including sale or exchange of either 
short or long term investments. Profits or losses on sale or exchange of capital 
assets, including investments, will he excluded in computing contract costs. 


15-204.32 RECONVERSION EXPENSES. Reconversion expenses are those incurred in the 
restoration of the contractor's facilities to approximately the same physical arrange- 
ment and condition existing immediately prior to commencement of the military contract 
work and Include the cost of removal of Government property. ReeeBvepsien-expeRsea 
EFe ••Hst-alleva^le-exeept -that -the -edst-ef-3peffi6ViBg-66ve3PB&8Ht-pFepe]?ty-aHd-th6 
FeBt03patieH-eeBtB-eauseeL-'by-BHeh-3peBievai The costs of removing Gtovernment property 
and restoration costs related to such removal are allovable. Other reconversion 
expenses are allowable If specifically provided for in the contract. 

Reason: (l) The proposed wording of this paragraph 

restricts the reconversion expenses that 
can he provided for by contractual 
provision. Since the cost of removing 
Government property and the restoration 
costs caused by such removal should be 
allowable costs under any clrciimstances, 
the wording has been changed to provide 
for such allowance. In addition, the 
suggested wording provides for the 
allowance of other reconversion costs 
on' the basis of specific contract pro- 
vision as now provided for in Section 
15-202. of present ASPR. 


15-20lf,33 RECRUITING EXPENSE « This item includes the costs of "help wanted" 


advertising and the operating costs of an employment office necessary to secure 

and maintain an adequate labor force c It further includes the costs of operating 

an educational and aptitude testing program, travel expenses of employees while 

engaged in recruiting personnel, and travel expenses of applicants for Interviews 

for prospective employment • These costs are allowable. Where the contractor lisea 

private employment agencies, costs not in excess of standard commercial 'rates for 

such services are also allowable. Costs of special, benefits or emoluments offered 

to prospective employees beyond the standard practices in the industry are not 

allowable unless approved by the contracting officer . 

Reason: (l.) The restriction of the allowability of 
costs to those that conform to the 
"standard practices in the industry" 
would require a determination of the 
applicable standards. Establishment 
of standards to cover all cases wcidd 
be extremely difficult t, -Since numerous 
factors affect the special benefits 
offered prospective employees it is 
considered desirable to provide for 
contracting officer approval when the 
available standards do not cover the 
specific case being considered^ or the 
particular circumsteuices warrant a 
deviation from the standard. 


i5-20lt.3i» RENTALS OF PLANT AND EQUIPMENT. This Item includes expenses for (i) use 


(1) of land, buildings^ and equipment or other per~cr.al proper t^ . ^ yeg ii U ■■■■( iO ^o i ibml ie i gpenge g oamte 
gttlO " and loaoQ Tjaoh a ggioomoii i to tnouuppod Vy no-n.tr^mto'fia tht ' O i i i gh oqIo of plaotj 
gftei l ttt sB ■ t e ^ L nv c Bt a Qn-b offgantBatikono (ouoh ao ■jfiuiupcinc i o ; DitiTr<.vi.AQ i i i ) ■ cr - to ppiiV ft t . Q 
i»v e Bt a y g■■a n a■■B Q» ( fr\ A gyefttly ^ l8ftB AB g ^ 'ba«(k ^ ^ k e^■a6 «e■ ]gg | <g^ 

a* Rentals of plant and equipment under (i) arovo are allovatle if the 
rates are reasonable in light of the type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement o 

(l) ^ ^ ■■B e ataAB ii B|> e tt ^ ie i( Bamt« « B al8« flaigwl a B Bo . i bflBk « B . gy Ba BentB . viniaog . (^t) above 

opo alloTOblo only to tho oxtont that ouoh rontalo - do not oKcccd noymal ■ eoo '^-B*^ 

(ouoh 00 dcppooiationj taxooj inouacance and maintenance oaepcnoeo) vhieh wuld ha ¥ o 

be eB ^d ;aBT 4 yy ad■ k ftA^■ ^hB ^ q a l*4y aB geg«y e t a ABQA legal t^t a L e- ^e . ttoe .. f a B & aiAtaLo s^ 

Reason-s (l) All references to sale and lease-back 
of facilities have been deleted on the 
grounds that they represent an attempt 
tc write into the ASPR a sole test of 
reasonableness for such transactions 
whereas there may be many others 
depending upon the circumstances 
involved in each transaction o More- 
over, these references are not required 
because all rentals must meet the test of 
reasonableness; and if a rental meets 
that test in the light of all of the 
circumstancies it should not be disallowed 
merely because a sale and lease-back 
is involvedo The deleted provisions would 
actually penalize contractors who have sale 
and lease -back arrangements as contracted with 
contractors holding conventional leases, 
even though the rental charges are the 
same for both or where the charges under 
the former are actually lower » It would 
be very rare indeed to find a conventional 
lease where the rental rate is equivalent 
'^^ ot^y "normal costs, such as depreciation, 
taxes, insurance and maintenance expenses/' 


The interests of the Government are amply 

protected by the factors that may be 

taken into account in determining reasonableness o 


l5.20Uo35 RESEARCH AND EEVELOPMENT. Research and development expenses (sometimes 
referred to as general engineering expenses) for the purpose of contract costing 
are divided into two major categories, namelys 

a. General research also referred to as basic research, fundamental research, 
pure research and blue -sky research. 

ho Related research or development, also referred to as applied research, 
product research and product line research. 

(1) General research is that type of research which is directed towards 
increase of knowledge in science© It is research where the primary aim of the 
investigator is a fuller. knowledge or understanding of the subject under study, rather 
than a practical application thereof • The costs of a contractor's independent 
general research (that which is not sponsored by a contract or grant or is not 
otherwise reimbursed to a contractor) shall be an allowable cost in all cost type 
contracts under the following conditions § 

(i) The amount of such costs is reasonable, 
(ii) The costs are equitably allocated/to all work of the contractor 
other than its independent general and related research. 

e©H%Faet-is-pF©4©KiH©R*iy-4?b^-®3?-ia<&^)-witfe-H©H-G©v©F 
tbaR-?^5S-©f-'feh©-tiria©-©f-&Ht©ri»g-th©-e©Htya©t7-»ll©waH 
sp© eiai- e eat pa © t -pye^sieav 

¥fe©-ab©v^-0©Hdi:%3:©as-^5:5:i'-ai8©-apply-i:H-*.h©-H©g©t^ 

©v©2ak©a€i-pat©&T 

Reasons (l) The results of research work is what the Government 

buys when it contracts specifically for the performance 
of such work. To determine whether research costs are 
properly includable in the pools of costs allocated 
over all business, it may be necessary for the con- 
tractor to disclose the natv-re and/or .purpose of the 
research work, but not the results thereof • 


(2) If costs incurred for general research are 
reasonable p they should be allowed regardless 
of the percentage- of non-Government business 
the contractor is performing<, To restrict the 
allowability of the allocable portion of reasonable 
general research costs on the basis of the 
percentage of Government business the contractor 

is performing is arbitrary and discriminatoiyo The 
determination of the allowability of general 
research costs on the basis of whether a contractor 
is or is not performing a certain portion of its 
business with the Government is without justification 
and unduly penalizes companies which devote 
substantially all of their production capabilities 
to the National Defense programo If the increasing 
demands of the Military Services for new weapons 
are to be metp basic or general research efforts 
should be increased and the engaging therein should 
be encouraged^ not discouraged o Thusp any dis- 
crimination in connection vith the allowability of 
costs of this type of research should be in favor 
ofp not against those engaged in the development 
of instruments of defense vhieh are essential for 
national survival • 

(3) This statement is tinnecessary and^ therefore^, 
redundant o 

(2) Related research is that type of research which is directed toward 
practical application of science^ and "development" is the qrstematic use of 
scientific knowledge directed toward the production of useful materials, devices, 

(1) methods, or processes, exclusive of lgi^4i.^£2dii^ design, manufacturing, and 
production engineering (See 15-204o2l)o The costs of a contractor's independent 

(2) . related research sJfA development (that which is not sponsored a contract or 

(3) grant or is not otherwise reimbursed to a contractor) aa^4^a3b^e^ed-eii-*fee-fea«§© 
o*-aii-paf^i*eti©»|-be-«iiwed X? ^llg\4a,]fU as a cost under any cost type pTOdi*e%tea 

(3) contract if the research is related to the contract product or product line and 


Reasons (l) If all desi^ is excluded^ i.t will 

permit a Government auditor to disallow 
design related to and in reality con- 
stituting a proper part of related 
research© 

(2) Excluding the terms "and development^ 
would exclude "the systematic use of 
scientific processes", which is not 
intended© 

(3) Related research often has a reasonable 
relationship to the end products of 
research and development contracts* 
Furthermore;, it is necessary for a 
contractor in certain instances to 
carry on related research programs in 
support of work being performed under 
such contracts o The suggested revision 
would permit the allocation of such 
expense to research and development 
contracts where such allocation is 
warranted© Also 5, it is not 
practical to define "cost -type 
research and development contracts" 

so that it would not be possible to 
determine those contracts on which such 
research would not be allowable© 

c© Research and development costs 5, regardless of the nature,, which were 

incurred in accounting periods prior to the award of a particular military contract, 

(including amounts capitalized and the cost of patents obtained) will not be 

(1) allocated to that contract unless approved t^y the contracting officer or 

allowable as pre-contract costs (Paragraph l$-20l4.o29)o 


Reasons (1) Revision necessary to preclude automatic 
disallowance of research costs deferred 
from prior periods pending the deter- 
mination of the proper accounting dis- 
position of those costs when such costs 
would otherwise be approved by the contract- 
ing officer as allocable research costs 
as the time the proper disposition can be 
determine do 


l5-20ii.36 ROYALTY PAYMENTS* This item covers amounts paid or payable for the 
right to use patents • Where the use of such patent is necessary for the proper 
performance of the contract and where the Government does not already have a license 
or other right to use such patents , the royalties are allowable t©-th©-^3€*eHt-e3q93?eB&4y 
ppevided-fei^-^lsewh^pd-arR-the-eeBtpaet-ep-dtheFwise-aiitheparTOd-fey-tke- 
officer • 

Reasons (1) To provide for amounts accruedo 

(2) The contractor should be permitted 

to manufacture products ^ under license 
agreements 5 which they otherwise would 
have to purchase* If a royalty is 
necessary to perform a contract, the 
payment should not be subject to an 
arbitrary decision by a contracting 
officer© 



l5-20l4«37 SERVICE AND WARRANTY EXPENSES o This item Incxudes the costs of 

servicing the product installation, training personnel in the use^ operation 

and maintenance of the product > eePi»eetiHg-ppedHet-d6*e9t©y-Fep35aeiRg-4^^e9*i¥^ 

papt&T and other related operations or practices* Such costs are allowable # 

Actual costs of correcting product defects and replacing defective parts are 

te-l^-TOimbvHised-te-tb^-eeHtpaGteF-wiil-be-iH-fteeepdaHee-w^ allcyrablej 

subject to any limitations in the clause of the contract entitled ^inspection 

of Supplies and Correction of Defects", (See Paragraph ASPR 7-203.5) > or as 

otherwise provided in the contract • 

Reasons (l) It is believed that the suggested 

changes better express the intent of 
this paragraph o Without such changes, 
the paragraph is ambiguous • Paragraph 
(b) of ASPR 7-203o5 provides that the 
costs of replacement and corrective action 
shall be determined as provided in the 
clause entitled "Allowable Costs" and by 
the proposed revision such costs are clearly 
more allowable subject only to disallowance 
by reason of fraud, etc., as set forth 
in paragraph (c) of ASPR 7-203. 5o 


1S.20V.38 SEVERANCE PAY, Severance pay, alBO coramDnly referred to as cllsirilspal 
wages, is a payment in addition to regular salaries and wages, hy ccntra':^t:)r3 to 
vorkert5 whose employment is being terminated. 

The cost of severa.nce pay is allowatle only to the extent that, in 
each case, it is required by (i) law, (ii) employer^empioyee agreements, (iii) 
established policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment. 

For contract costing purposes severance pay is divided into two 
categories as follows: 

a. Normal Turnover Severance Fay. The cost of severance payments is 
allowable and must be allocated to all classes of work being performed in the 
contractor's plant at the time of payment. However, where the contractor 
provides for accrual of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable in light of payments 
actually made for normal severances over a representative past period. 

b. Ma9s Severance Pay. The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor is allowable. The 
ameHnt-aUewable-shaU-be-deteFmiRed-by-assigRlRg-the-tetal-eest-ef-aetHal 
Hia88-Bevea?aHee-paymeRts-*e-*he-e»tiPe-pePied-e#«e»pleyaeRt-with- 
aHd-etHitabiy-appeptieRtRg-sueh-eeBt-te-all-bHeiHess-ef-the-eeR^Faetep 
pepfeapmed-duFiRg-that-peFiedT 

reservation in the final release of claims (See ASPR 7*203.4) may 
be made in the case of completed cost^reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract will be made 
in the future. 


Reasoi^^s:; (l) These co£t principles^ should not 

prescribe accounting treatment which 
is administratively impractical and 
unworkable • Such costs should be 
handled, as in the past, on a basis 
conforming with generally accepted 
accounting principles and practices, 
taking into consideration all of the 
facts involved and the circumstances 
bringing about such mass terminations. 


15-202i.39 SPECIAL TOOLING. The term "special tooling" means property of such 

specialized nature that its use, without substantial modification or alteration, 

is limited to the production of the particular supplies or to the performance 

of the particular services for which acquired or furnished* It includes, but 

is not limited to^, jigs, dies, fixtures, molds, patterns, special taps, special 

gauges, and special test equipment. The cost of special tooling, when acquired 

for and its usefulness is limited to government contracts, is allowable and will 

be charged directly to the government contracts e 4feea-©H^-BBeeiai-^eeiiRg-i& 

aeqttipe*-i*--shfiiii-be-eHfe*ee^-*e-*he-papevi&ieRB-e#-*^ 

t»-ASPH-i^«#e^-©a^ir^ied-^Seve3?iyfteft%-P?epe ^ 

Reasons (1) This provision is unnecessary, since 
xhe subject is governed by ASPR 
Section XIII* 


l5-20iioiiO TAXES,, Taxes are charges levied by a government unit. They do not 
include fines and penalties except as otherwise provided herein^ 

ao In general, taxes (including state and local income taxes) which the 
contractor is required to pay and which are paid or accrued in accordance with gen- 
erally accepted accounting principles are allowable, except (i) for Federal income 
and excess profits taxes; (ii) taxes in connection with financing, refinancing or 
refunding operations (see paragraph l5-20i;«17)5 ('iii)-%&3{es-f3?em-whieh-exemp*ieH& 
ape-&vailel&ie-%e-fehe-eaHtpae%ep-4ipeetiy-©F-avaiiable-ta-the-eeH'fepaetep-besed-eH 
exefflptieH-a^fepied-the-SevespHHeHtf and (ili) special assessments on land which 

represent capital improvements o 

Reasons s (l) Municipal and other income taxes, other 
than Federal, should be allowableo The 
suggested insert avoids Imiting allow- 
ability of income taxes to "state^ income 
taxes© 

(2) The reason for this is that although many 
theoretical exemptions from excise taxes 
are afforded to the Government, it is not 
clear that the contractor is free to ob- 
tain exemption from tax unless the Govern- 
ment takes affirmative actiono In many 
cases, the cost of securing the exemption 
exceeds the amount to be saved and neither 
the Government nor the contractor wants 
the exemption claimedo 

bo Taxes otherwise allowable under Bo above, but which may be illegally 

or erroneously assessed may be allowed as a cost of work performed, provided that 

the contractor, prior to payment of such t axes, (i) promptly requests instructions 

from the contracting officer concerning such taxes j (ii) agrees to comply with 

such instructions; and (iii) if so directed by the contracting officer also agrees 

to take all necessary action in cooperation with aRd the Government and other defei^e 

contractors for the benefit of the Government, to determine the legality of such 

assessment or, as the case may be, to secure a refund of such taxes and any interest 

or penalties thereono Interest and penalties incurred by a contractor by reason of 

the nonpayment of any tax at the direction of the contracting officer shall be 


allowable as a costo Reasonable expenses of any proceeding instituted by the con- 


. tractor at the direction of the contracting officer to determine the legality of • 
such an assessment or to secure a refund of such taxes, interest or penalties for 
the benefit of the Government;, shall also be allowable as costs* 

Reasons (l) For purposes of clarificationo 

^his subparagraph b should be revised generally to allow cost of taxes, 
interest, penalties, and expenses of contractors' acts in resisting 
assessments or attempting to secure refunds, in certain situations 
where contractor cannot possibly or reasonably (1) does not request 
instructions from the contracting officer, C2) does not agree to such 
instructions, or (3) does not receive direction from the contracting 
officer prior to time action was or must be takeno Revision is^ 
therefore, necessary in order to allow costs of taxes, interest, and 
penalties which may be illegally or erroneously assessed, as well as 
expenses of resisting assessments c, or attempting to secure refunds under 
such special situations without the imposition of these restrictions^*/ 

c# Any refund of taxes, penalties or interest thereon shall be credited 

to contract costs in the proportion in which contract costs absorbed the costs of 

taxes, interest or penalties or in such other manner as approved by the contract-' 

ing office r o If at the time the refund is received by the contractor, no defense 

contracts are being performed, the amount otherwise to be credited to contract 

costs shall be paid directly to the Govemmento 

Reasons (l) The requirement that contracts be credited 
in the same proportion that costs were 
charged is impractical in many cases o 
Distributions by other methods can produce 
satisfactory results that do not result in 
significant differences in the over-all 
credit to Government contracts. For 
example, even though a refund of State 
Unemployment Compensation taxes is distributed 
on the basis of overhead rates applicable to a 
year subsequent to the year in which the 
original overhead distribution of the appli- 
cable taxes was made, the Government's 
participation in the refund may not be 
materially distorted© The addition of this 
clause will permit the Contracting Officer 
to approve other methods of distribution 
where circumstances so warranto 


l5-20li^Ul TRADE, BUSINESS AND PROFESSIONAL ACTKITIESo 

a* Memberships a This item includes costs of membership in trade, 
business, service, technical and professional organizations and such costs are 
allowable* 

Reasons (l) It is believed that the cost of membership 
in service and technical organizations 
should also be allowable o 

b. Subscriptions* This item includes the cost of subscriptions to 
trade, business, professional, or technical periodicals* Such costs are allowable* 

c* Meetings, Conferences , and Exhibitions o Expenses representing the 

purchase of meals, transportation, rental of facilities for meetings, and costs 

incidental thereto, when the primary purpose of the incurrance of such expenses 

is the dissemination of teekj^eal information ep-th©— stiimila^i-en-ef-ppeduetieH 

intended to improve the overall effectiveness of the contractorj are allowable* 

Reasons (1) It has been the experience of many- 
contractors that exhibition expense 
is a required cost of doing business 
and is as normal and essential as 
expenses incident to meetings and 
conferences* It is believed that the 
addition of this item of expense to 
the heading of sub-paragraph c* is 
proper* It is also believed that sub- 
paragraph Co, as set forth in the 
draft, is unduly restrictive in that it ■ 
refers only to technical information or 
information that is aimed at the 
stimulation of production * Jfee tings, 
conferences, and exhibitions for the 
purpose of improving overall coordina- 
tion of the business or various seg- 
ments thereof or the dissemination 
of information about the business to 
the trade, the public, prospective 
employees, etco, are Just as important 
to the successful performance of 
government contracts as are technical 
and production meetings* 


15-202^0^2 TRAINING EXPENSES, 

ao This item includes the costs of preparing and maintaining a 
program of instruction designed to increase the overall effectiveness of 
employees. Included are the costs of the director of training and staff, 
training materials and text books when the training program is controlled by 
the contractor, and tuition, fees, training materials and text books when the 
training is in educational institutions o 

bo Such costs which are limited to on the Job training are allowable 
when properly allocated. 

c. Costs of training in educational institutions are not allowable, 
except to the extent specifically provided in the contract or approved by the 
contracting officer . 

Reasons (1) Jr. the past it has been necessary to 
incorporate training in educational 
institutions owing to the shortage of 
engineers and other highly skilled 
technicians t These costs were 
necessary and are presently considered 
allowable without specific provision in 
the contract which cannot be ascertained 
at. the time contracts are negotiated. 


15-20^^.^3 TRANSPORTATION EXPENSES, Transportation expenses include the cost 
of freight, express, cartage and postage relating either to goods purchased, 
in process, or delivered. 

When such costs can readily be identified with the items involved 
they may be direct costed or added to the cost of such material. (See paragraph 
15-20^.22). Where identification with the materials received cannot readily be 
made, inbound transportation expense may be charged to the appropriate indirect 
expense accounts, provided the contractor follbws a consistent procedure in this 
respect. Outbound freight, if reimbursable under the terms of the contract, 
should be treated as direct charges. 


15-204oU TRAVEL EXPENSES. This includes costs of transportation, lodging, 
subsistence and incidental expenses incurred by contractor personnel in a travel 
status while on bfl'ioiol company business. 

Reasons (l) The word "official" is superfluous and 
its inclusion would result in mis- 
interpretation by reason of more 
significance being attached to the 
word than is intended • 

a. Travel expense incurred in the normal course of overall 
administration of the business and applicable to the entire business are allowable 
when properly allocated* 

Travel expenses directly attributable to contract performance may 
be charged to the contract in accordance with -jfee,. principle of direct costing* 

c* Subsistence and lodging including tips or similar incidental 
expenses inay be reinibursed either on an actual or per diem basis * The basis 
selected should be consistently followed o 

c. Costs of premium transportation «ay-be-aiiewe§-wheR-it-i©-ahewH 
%e-i&e-fteeee&eiiy-*©-jp8?f6FAaRee-©f:-*h©-eefttpaet are allowable when incurred by 
contractor perso r^iel in accordance with the contractor's normal business 
practice » 

Reasons (l) The words "necessary to the performance of 
the contract" are unnecessarily restrictive 
in the light of the basic principles and 
standards set forth in ASPR Paragraph 15-201 • 

e* Entertainment expenses are not allowable, 

f. Costs of personnel movement of a special or mass nature are 

allowable only when authorized or approved in writing by the Contracting Officer o 


